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Foreword 


Rising inequality is among the most serious problems of our times. Economic 
progress has been remarkable in the last few decades, but not everyone has 
enjoyed the same gains, or even the same opportunities. The aggregate indica- 
tors, such as GDP growth or employment rate, paint a positive picture. Indeed, the 
setback of the global financial crisis of 2008 has been overcome, and most coun- 
tries around the world have seen their income and employment not only return to 
the levels before the crisis but, in most cases, go beyond those and reach new 
heights. 

However, a different picture comes into focus when one goes beyond the 
aggregates. 

Technological change, globalization, and policy reforms have influenced indus- 
tries, regions, and ultimately people in very different ways. Entire sectors have lost 
importance and many occupations are under threat of disappearing. In many 
countries, the labor share of total income has been declining, and given the accu- 
mulation of capital wealth in the hands of a minority, incomes are concentrating at 
the top of the distribution. 

These changes have created opportunities, but the challenges cannot be over- 
looked. Services such as education and health care—key inputs to the accumula- 
tion of productive human capital—are becoming more expensive, and equal 
access to good-quality services is becoming an issue. Risk-sharing arrangements 
via targeted assistance or more general insurance have limitations. This uneven 
playing field generates inequality traps: without mobility and flexibility, technology- 
and globalization-driven opportunities become elusive, some groups are left 
behind, and distributional tensions arise. 

In contrast to what populist proposals are promising, there is no quick fix. 
Curbing the trends—stopping trade or rejecting technologies—as well as pas- 
sively compensating the losers have not worked in the past, and these measures 
will not work in the future. But inaction is not an option. The way societies adjust 
to distributional tensions and maintain social cohesion can make a big difference, 
not just in terms of equity but also in terms of future prosperity. 

Given the long and varied experience with social welfare institutions, one would 
perhaps think that countries in Europe and Central Asia are well equipped to deal 
with distributional tensions. But, in fact, these institutions were designed for a very 
different economic environment. A key difference, even if not the only difference, 
is a rapidly transforming labor market where long-term wage employment is no 
longer the norm, especially not for the younger generations. 
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Instead of a quick fix, a long-term productive and stable solution requires 
(1) understanding better how inequality is evolving, and whether the growth 
process is or is not inclusive, and (2) rethinking the social contract—the shared 
principles used to regulate markets, define responsibilities and benefits, and redis- 
tribute incomes. 

This report aims to offer contributions to these two requirements. 

Inequality among individuals (or households), usually captured by inequality 
indexes such as the Gini, has shown a mixed pattern for the Europe and Central 
Asia region. Compared with the levels at the time of the fall of the Berlin Wall, this 
vertical inequality is, by the late 2010s, at higher levels. Also, it has been shown, 
that using tax data, the concentration of incomes at the top has increased. 
However, this report demonstrates that it is persistent unfairness and growing 
inequality between groups—rather than individuals—that are insidiously corrod- 
ing social cohesion. Tensions between workers, between generations, and 
between regions have been increasing. 

Insecurity, unfairness, and growing tensions among groups have also led to 
perceptions of increases in overall inequality and influence demands for corrective 
actions. Fissures in the social contract are becoming more evident. Losers from the 
distributional tensions—young cohorts, routine task-intensive and low-wage work- 
ers, inhabitants of lagging regions—choose to voice their discontent by support- 
ing extreme political movements and parties or choose to exit the social and 
political dialogue altogether. 

In terms of rethinking the social contract, rather than prescribing or even iden- 
tifying a specific set of policies, the report proposes a set of three policy principles 
that, considered jointly, could help level the playing field and redesign a stable 
social contract. The principles consist of (1) moving toward equal protection of all 
workers, no matter their type of employment, while promoting labor markets’ flex- 
ibility; (2) seeking universality in the provision of social assistance, social insurance, 
and basic quality services; and (3) supporting progressivity in a broad tax base that 
complements labor income taxation with the taxation of capital. 

With its concerns for distribution and fairness and their implications for political 
stability and sustainable economic growth, this report continues the World Bank 
work in support of paving the way toward shared prosperity in Europe and 
Central Asia." 


Cyril Muller 
Vice President, Europe and Central Asia Region 
The World Bank 


Note 


1. This paraphrases the title of an earlier study in the same series: Bussolo, Maurizio, and 
Luis F. Lopez-Calva. 2014. Shared Prosperity: Paving the Way in Europe and Central 
Asia. Washington, DC: World Bank. 
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Overview 


The Europe and Central Asia region stands out as the most equal region in the 
world. Of the 30 countries around the globe with the lowest Gini coefficient—a 
measure of income inequality whereby a lower coefficient corresponds to a more 
equal distribution—23 are in the region.! Compared with other regions, the coun- 
tries in Europe and Central Asia redistribute income on a larger scale and have 
more extensive welfare systems, more progressive taxation, and more generous 
social protection. This reflects the strong preference of Europeans for egalitarian 
societies. 

Yet, people in Europe and Central Asia are dissatisfied with the status quo and, 
as in regions that exhibit greater inequality, demand changes.” More people are 
either voting for populist parties that promise to get rid of current policies and 
establish a new social order, or they are not voting at all. Separatist movements are 
on the rise, while trust in political institutions is on the decline. 

The primary goal of this report is to analyze changes in the distribution of 
incomes and resources that, even if not fully reflected in changes of inequality 
among individuals and households, are affecting people's security, aspirations, 
and sense of well-being and identity. When asked in opinion surveys, a large 
majority of people across all countries in the region expresses concerns about 
rising inequality. It is important to investigate the potential sources of these 
beliefs and views. 
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The report emphasizes the relevance of distributional tensions among 
groups and of unfairness. These reflect the economic drivers of the rising dis- 
content with the political and social order in the region. The clash between 
these distributional tensions and the preferences for equity is posing a serious 
challenge to the social contract in Europe and Central Asia. 


Distributional Tensions and the Need to Rethink the 
Social Contract 


The weakening of the social contract is occurring in the context of a rapidly chang- 
ing economic landscape. The entry of China, India, and the transition countries of 
Eastern Europe and Central Asia in the global market in the 1990s expanded the 
size of globally integrated labor markets from 1.5 billion workers to 2.9 billion 
workers, the “great doubling” as Freeman (2007, 55) calls it.3 Recent technological 
progress is increasing the demand for advanced problem-solving and interper- 
sonal skills, while the demand for less-advanced skills decreases as routine jobs 
become automated. Digital transformation allows new technologies and start-up 
firms to scale up quickly and is rapidly altering production patterns. These global 
forces continue to roil labor markets and cause uneven economic impacts through- 
out societies in Europe and Central Asia. 

These pervasive changes are affecting specific groups differentially. 
Although some are benefiting from the transforming economic landscape, 
others are not. The report describes in detail the key distributional tensions 
among groups that are identified according to four criteria: birth cohort, occu- 
pation, place of residence, and, following the literature on inequality of oppor- 
tunity, circumstances beyond the control of the individual, such as parental 
background and gender. 

Horizontal inequality among groups—which affects young workers, people in 
vanishing occupations, individuals lacking good social networks, and people 
living in lagging regions—is not captured by the vertical inequality in income 
among individuals and households that is measured by the Gini coefficient. 
The changes in the Gini coefficient may even be at odds with the deepening dis- 
tributional tensions. Widening horizontal inequality makes people feel they lack 
opportunity in an unfair system. 

A shift to part-time, temporary, or gig jobs, such as driving for Uber, provides 
income, but not the benefits offered through full-time employment in this region. 
The value placed on noneconomic factors, such as autonomy and status, is also 
threatened by the rise of nonstandard forms of employment. This leaves workers 
more vulnerable to economic shocks and, regardless of income, perceptions that 
they are less well off. 

Individuals who expected to join the middle class through educational attain- 
ment or through work experience find themselves instead struggling for financial 
stability and security. The steady size of the region's middle class masks the pres- 
ence of considerable disappointment among working-age individuals who may 
still enjoy middle-class incomes but do not have middle-class economic security. 

The report shows that government policies and institutions, which were 
designed in the twentieth century and had been working satisfactorily for quite 
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some time, are not equipped to handle the emerging distributional tensions. This 
inadequate response clashes with the value that people place on equity and 
stability in the region and creates an imbalance. This imbalance—across markets, 
policies, and preferences in the distribution of resources—is a major reason for 
the appeal of populism and is exerting pressure on the social contract. 

Based on an analysis of the rising distributional tensions in the region, this 
report calls for a fundamental rethinking of the principles behind the policies and 
institutions that regulate markets, define responsibilities and benefits, and redis- 
tribute incomes—a rethinking of the social contract where equity, progressivity, 
and universality are reevaluated. 


Equity: A Key Aspiration in the Region 


The desire for social equity is a characteristic of European civilizations dating back 
more than 2,000 years. 

“There should exist . . . neither extreme poverty nor .. . excessive wealth, for 
both are productive of great evil,” wrote Plato (Tanzi 2018, 302). 

“An imbalance between rich and poor is the oldest and most fatal ailment of all 
republics,” Plutarch later affirmed (Tanzi 2018, 302). 

Following the Great Depression and the devastation of World War Il, societies 
in Europe greatly expanded the welfare state. In Western Europe, free markets 
were combined with broad participation in education, social safety nets, and 
income redistribution, as well as universal access to health care. During the same 
period, countries in the eastern part of Europe and Central Asia featured state- 
controlled economic activity, alongside universal, state-provided access to ser- 
vices and to guaranteed work. While political, ideological, and economic 
perspectives differed significantly across countries, acommon theme was the aspi- 
ration for equity and social cohesion. 

Such a commitment to equity is not evident across all regions of the world. For 
example, in North America, the United States does not have a European-style 
welfare system because of different social preferences and degrees of aversion to 
inequality (Alesina, Glaeser, and Sacerdote 2001). About 70 percent of people in 
the United States believe the poor can help themselves to improve their situation. 
In Western Europe, only 40 percent of individuals believe that poor people have 
a chance to escape poverty on their own; in Eastern European transition countries, 
the share drops to 24 percent. As a result, a majority in Europe supports govern- 
ment policies to ensure well-being and redistribute income. 


Balancing Markets, Policies, and Preferences 


The term “social contract” originated in political philosophy in reference to the 
agreement of individuals to give up part of their freedom in return for protection 
provided by the state (for example, see Hobbes 2012; Locke 1988; Rousseau 
1968). This report puts an economic interpretation on the concept. Individuals 
accept the broad outline of economic policies if the outcomes of these policies 
coincide with their preferences. This dynamic is similar, although not identical, to 
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FIGURE O.1 
The social contract as a 
dynamic equilibrium 


the approach of Binmore (1998), who sees the social contract as an equilibrium of 
a game between social entities and individuals, as well as the analytical approach 
proposed by Kanbur (1999) in the context of optimal taxation. It also resembles the 
recent effort to evaluate social progress, including distributional issues, by the 
International Panel on Social Progress (IPSP 2018). According to Rodrik (1999), 
well-functioning social contracts allow countries to manage shocks effectively and 
adapt to new, efficient equilibria. Countries that have unresolved distributional 
conflicts may experience inefficient outcomes because the losers do not trust the 
system, opt out, and resist the needed adjustments. Distributional tensions, if not 
balanced by corrective policies, institutional arrangements, or a shift of prefer- 
ences on equity and fairness, can generate cracks in the social contract and stop 
or severely hinder economic growth. 

Thus, a stable social contract finds a balance among the following (figure O.1): 


e The market-generated distribution of resources and incomes 

e Public policies, including taxes and transfers, regulation, and the provision of 
goods and services, that alter this distribution 

e Individual and societal preferences for equity, perceptions of inequality, and the 
demand for the redistribution of opportunities and outcomes 


Temporary deviations from an equilibrium among these three elements are 
normal and can be tolerated. However, a long-term imbalance risks generating 
ruptures in the social contract. 

This conceptual framework is an organizing principle of the report. The report 
first describes the rise in horizontal inequality in the market-generated distribution 
of income and examines how policies (regulations, redistribution through taxes 
and transfers, and public expenditures) fail to fully address this. It also shows peo- 
ple’s preferences for equity and the increasingly negative perceptions of the situ- 
ation in income distribution and fairness. A main contribution of the report is the 
organization of a wealth of data and empirical research around the three elements 
shown in figure O.1. 

This structure also highlights a growing imbalance between the distribution of 
income generated by the market and the policy regime in responding to the 
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desires of individuals about equity. A failure to resolve this imbalance can under- 
mine social cohesion and have serious implications for the stability of the social 
contract. The polarization in recent voting behavior in several countries of the 
region is a symptom of the discontent. 

The final section of the report thus considers changes in the policy framework 
that could support a return to a long-term equilibrium and a renewed and stable 
social contract. 


The Market-Generated Distribution of Incomes 


The first part of the report considers four distributional tensions generated by the 
market: 


e The intergenerational divide, or disparities between young and old 
generations 

e Inequalities among workers engaged in different occupations, such as office 
clerks and machine operators versus nurse’s aides, private security guards, or 
the more highly skilled engineers and scientists 

e Inequality in access to economic opportunities based on geographical 
location 

e Inequalities of opportunity based on gender, ethnicity, background, or other 
characteristics rather than individual effort (figure O.2) 
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FIGURE O.2 

Distributional tensions along 
four dimensions are 
explored 
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FIGURE O.3 

Income inequality is much 
higher among cohorts born 
in the 1980s 


Some groups are on the losing side of more than one of these distributional 
tensions. Because it supports economic and political stability, the middle class is 
an important group. The first part of the report analyzes the extent to which the 
four distributional tensions are linked to the malaise of the middle class. 

The four distributional tensions have emerged amid concerns and resentment 
over the falling share of labor relative to capital in total income and over the 
increasing concentration of top incomes and wealth. In the United Kingdom, 
the share of income held by the top 1 percent has risen by 7 percentage points 
in the past 25 years, reaching 14 percent in 2014. The number of billionaires in 
Western Europe rose from 90 in 1996 to 379 in 2017, and the number of Russian 
Federation billionaires rose from 8 in 2001 to 96 in 2017. 


A Growing Intergenerational Divide 


In Western Europe, relative to older cohorts, younger cohorts include a larger 
share of workers who are unemployed or in low-quality jobs. In 2015, temporary 
contracts represented close to 50 percent of employment among workers ages 
15-24 in France and the Netherlands, compared with around 20 percent among 
the overall population in both countries. The young will likely have to work more 
years and will likely have less savings to finance retirement despite longer work 
histories compared with preceding generations. For these younger workers, lower 
earnings and fewer old-age income prospects imply a widening intergenerational 
divide, which is an important source of distributional tension even if it is masked 
by positive income trends more generally. 

In addition, younger workers in Southern and Western Europe are facing 
higher income inequality at every point of the life cycle compared with older 
generations (figure O.3). For example, income inequality among Italians born in 
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the 1930s was similar to that in (fairly equal) Japan (Gini coefficient of about 0.31). 
In contrast, income inequality among the cohorts born in the 1980s was at the 
level of (highly unequal) Chile (Gini coefficient of about 0.48). This greater income 
dispersion can be interpreted as a sign of greater insecurity and vulnerability. 

Because inequality tends to rise as cohorts age, starting the life cycle with 
high inequality increases the likelihood of even greater inequality in the future. 
Together with slower growth, this creates more insecurity, along with the serious 
risk that populations in Europe and Central Asia will age ever more unequally 
(OECD 2017). 


Polarization in Occupations 


Occupational polarization has increased because economic transformation favors 
some sectors and occupations. More broadly, occupations intensive in routine 
tasks, typically in the middle of the wage spectrum, have shrunk across Europe: 
their share of employment has fallen by more than 10 percentage points in 
Southern and Western Europe and by close to 5 percentage points in Central and 
Eastern Europe (figure O.4). This has forced many middle-skilled workers into 
lower-skilled occupations, thereby reducing the incomes of low-skilled workers. 
At the same time, occupations at the top of the wage distribution—typically inten- 
sive in nonroutine cognitive tasks—have increased. This has been associated with 
an upward pull in incomes among highly skilled workers. Overall, the polarization 
of occupations in Europe has translated into greater labor income inequality: the 
Gini index of labor earnings rose by 8 points in Germany and Spain from the mid- 
1990s to 2013 and by about 5 points in Poland during the same period. More 
seriously affected by the occupational changes were workers already at the bot- 
tom of the income distribution, but workers in the middle also faced reductions in 
earnings growth and greater job insecurity because mid-income occupations are 
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FIGURE O.5 

The share of employment, 
by occupational category, 
early 2000s to mid-2010s 
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In the eastern part of Europe and Central Asia, particularly in the former 
Soviet Union economies, the picture is more nuanced. Occupational change 
has been less significant, and, with the exception of Moldova, this has meant 
a reduction in nonroutine cognitive task-intensive occupations. Highly skilled 
workers, usually prevalent in this occupation type, experienced an average 
decline of about 5 percentage points in their share of employment in Armenia, 
Georgia, the Kyrgyz Republic, and the Russian Federation (figure O.5). This 
occupational transformation in the former Soviet Union economies risks frus- 
trating the aspirations of the well-educated younger cohorts that are entering 
the job market. 


A Spatial Divide 


Differences in income levels and poverty rates persist among regions in many 
countries of Europe and Central Asia, and, despite increases in average consump- 
tion among households over the past decade, inequalities between geographical 
areas have widened in several countries. In Armenia, for example, the difference 
in poverty rates between the less well-off and the more well-off regions rose from 
25 percentage points to 38 percentage points between 2005 and 2014. In 
Romania, the poverty rate in the least well-off region was 2.5 times higher than the 
rate in the most well-off region. The poorest region in France had an at-risk-of 
poverty rate three times higher than the rate in the richest region. In the European 
Union (EU), despite a reduction in country-level inequalities, differences in output 
across regions have been widening (figure O.6). 

Differences in educational attainment are a key determinant of spatial gaps in 
welfare and undermine equality of opportunity. Across the region, in both the east 
and the west, there are gaps in the quality of education both between socioeco- 
nomic groups and between rural and urban areas. The spatial divide in learning 
between youth in urban areas and youth in rural areas in Bulgaria and Moldova is 
equivalent to around two years of schooling. 
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Note: Country refers to the coefficient of variation across European Union countries, signaling 
convergence in gross domestic product (GDP). The within-country coefficient of variation measure is at 
the Nomenclature of Territorial Units for Statistics-3 level (NUTS-3). GDP per capita is measured in 
Purchasing Power Standard (PPS). 


Inequality of Opportunity 


Inequality is often measured in outcomes, such as consumption, income, wealth, 
or even education, while fairness refers to the process generating these outcomes. 
Even in a context of stable income inequality, opportunity inequality—the propor- 
tion of the overall inequality deriving from circumstances beyond the control of 
individuals—may rise. Finding a good job—according to many, a crucial step in 
accessing a stable, middle-class standard of living—is becoming more difficult. It 
involves possessing favorable connections more than possessing ability or effort 
(Davalos et al. 2016). Inequality of opportunity or changes in fairness may be 
emerging as key distributional tensions in the region.4 

In Western Europe, the transmission of education privileges from parents to 
offspring has decreased (a result of the mass education effort), and the education 
premium in wages has also been trending downward. Together, these phenomena 
should have reduced overall inequality of opportunity. Instead, inequality of 
opportunity in incomes has been generally stable at high levels. Parental back- 
ground still counts in explaining inequality in the earnings of offspring through a 
networking mechanism, analogous to the social separatism of the upper classes, 
as reflected in the growing importance of private education, private health plans, 
and private pensions (Milanovi¢ 2017). This means that networking among well-off 
parents buys better positions for the offspring in the income distribution, thereby 
achieving the same objectives promised by private education. 
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In Eastern Europe, by contrast, inequality of opportunity in education is increas- 
ing, which translates into greater inequality of opportunity in the labor market. 
Birth circumstances, especially parental background among individuals, are more 
important determinants of access to tertiary education among the generation that 
came of age in the early 2000s than among the generation that entered educa- 
tional institutions before the subregion’s transition to the market economy. Indeed, 
a large portion of inequality of opportunity in education among the youngest 
cohorts in Eastern Europe is explained solely by parental background: access to 
education has become more unfair over time because it is increasingly linked to 
parental educational achievement. 


Increased Vulnerability in the Middle Class 


Policies are often justified by reference to the needs of the middle class partly 
because a large, thriving middle class has been associated with political stability 
and sustained economic growth (for example, see Birdsall 2010; Birdsall, Graham, 
and Pettinato 2000; Easterly 2001). 

Overall, the rise of distributional tensions and persistent unfair economic 
processes have altered the complexion of the region's middle class, reducing eco- 
nomic security and disappointing the expectations of many workers who had 
anticipated that they would be able to enjoy a middle-class lifestyle. 

While the changes in the size of the middle class have been quite slow, there 
has been a pronounced deterioration in the sense of security and an expansion in 
the risk of dropping out of the middle class and into poverty. For example, the 
income necessary to guarantee a small probability of falling into poverty has risen 
from an average of US$34-a-day purchasing power parity (PPP) to an average of 
US$40-a-day PPP in the last decade (Bussolo, Karver, and Loépez-Calva 2018) 
(figure O.7).5 This additional US$6 can be interpreted as an increase in the insur- 
ance premium to mitigate the growing risk of falling into poverty. In some coun- 
tries, the cost of the premium climbed by 100 percent or more. Thus, it rose from 
US$14 to US$32 in Bulgaria and from US$22 to US$44 in Latvia. This surge in vul- 
nerability, linked to the changing profile of the middle class, is in line with the per- 
ception that the middle class is losing out. It has provoked heated policy debates 
and proposals for a full overhaul of taxation and social protection. It also has impli- 
cations for the political platforms that can gain support from the middle class. 


Public Policy Responses 


Public policies are struggling to cope with rising inequality between groups in the 
region. 

The significant progress in economic and social equality during the second half 
of the 20th century, mainly in Western Europe, was supported by mass education, 
labor unions, and substantial redistribution through taxation and public transfers 
(Atkinson 2016; Milanović 2017). Government policy and the welfare state were 
crucial in the effort to achieve equity and still deliver a considerable reduction in 
vertical inequality. For the 28 countries in the EU, the difference between the Gini 
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of market incomes and the Gini of disposable incomes averages the equivalent of 
20 Gini points—an amazing feat. 

However, the institutions and the policies face significant challenges in adapt- 
ing to the profound global changes of the past few decades. The reaction of the 
welfare systems in most European countries to the emerging distributional ten- 
sions was partial and sometimes inconsistent. Losers were compensated by 
increases in transfers, but not by a significant decline in taxes. Several countries in 
Central and Eastern Europe introduced a flat tax on personal income, starting with 
Estonia in 1994 and followed by Bulgaria, the Czech Republic, Hungary, Latvia, 
Lithuania, Romania, and the Slovak Republic.® 

These policies were largely regressive in terms of the vertical inequality of 
the income distribution. In Hungary, which was the last of the group of countries 
to institute the flat tax, in 2011, the average tax rate paid by the top three 
deciles of the income distribution fell by 2 percentage points between 2007 
and 2014, while the rate paid by the bottom three deciles remained practically 
unchanged. 

However, these and other policy changes had an even greater impact on 
horizontal inequality or inequality between groups. For instance, average tax 
rates in Bulgaria, Hungary, and Poland were reduced significantly for the win- 
ners of the shifts in occupations, while average tax rates were reduced by a 
smaller amount or remained unchanged for workers in occupations for which 
demand was falling. These changes accentuated the widening divide between 
the winners and losers of the changes in occupations. In Hungary, the 
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distribution of income across age-groups was adversely affected. The average 
tax rate among tax-paying individuals ages 18-24 rose by more than 8 percent- 
age points; among individuals ages 35-44, however, it dropped by 2 percent- 
age points, and, among the 45-54 age-group, it did not change. In an already 
polarized society, these tax policy changes, on top of the initial disparities in 
market incomes and the reduced job security affecting younger workers, wid- 
ened the intergenerational divide.’ 

Although most politicians pay lip service to the needs of the middle class, little 
has been done to protect vulnerable workers through changes in tax and transfer 
policies. Support has shrunk for households that rely on a single source of market 
income, and such households are facing a growing risk of falling into poverty. 
This contrasts with the support for households with several earners or pensioners, 
groups with greater economic security that rely on multiple sources of income or 
on steady public transfers. Dual earner households in Poland obtained a tax cut 
of close to 5 percentage points, a pattern similar to that in other Central and 
Eastern European countries. Similarly, in Belgium, Finland, and Sweden, house- 
holds that were dependent on transfers and that enjoyed relatively high levels of 
income security also benefited from tax changes. In contrast, the economically 
insecure have not benefited from tax changes in any of these countries. 


Preferences for Equity 


Rising income inequality among groups runs counter to the strong preferences for 
equity and fairness in the region. If inequality in a country is not in line with the 
preferences of the population, there will be a demand for corrective action. 
The government may respond with changes in redistributive policies. However, if 
the policies do not address the dimensions of inequality that people care about 
and perceive as unfair, the policies are likely to fail. 

The gap between perceptions of inequality and the inequality measures econo- 
mists use is substantial and persistent. This may be because perceptions do not 
reflect reality, but it may also mean that individuals are concerned with types of 
inequality that are not readily or accurately measured by traditional objective 
indicators. In any case, perceptions matter. 

“We suggest that most theories about political effects of inequality [demand 
for redistribution, the political participation of citizens, democratization] need to 
be reframed as theories about effects of perceived inequality,” note Gimpelson 
and Treisman (2018, 27). Indeed, the demand for redistribution is much more 
closely correlated with the perceptions of individuals on inequality than with tradi- 
tional measures of inequality (figures O.8 and O.9). 


What Drives Perceptions? 


People form their perceptions of inequality by considering the actual dispersion of 
incomes (or resources), as well as the process that generates this dispersion. 

How much do people value the security afforded by stable employment, 
and how does this influence their views on inequality? When individuals are 
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asked to place themselves on a 10-step income ladder on which the bottom 
step represents the poorest 10 percent of the population and the top step the 
richest 10 percent, individuals who are not in stable, full-time employment are 
more likely to report that they feel poor (that is, that they belong to the lowest 
deciles or steps of the ladder) compared with those who have such employ- 
ment (figure O.10). Declining job security is clearly an important source of 
dissatisfaction among middle-class workers. Similarly, for a given income, 
people reporting that they are in good health place themselves higher in the 
income distribution than do people who report they are in bad health. 


FIGURE O.8 

Measured changes in 
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Fissures in the Social Contract 


Labor market regulations and redistribution systems in Europe and Central Asia 
have not been effective in protecting important segments of the population from 
the rise in social tensions driven by market forces. This means that societies are 
becoming less equitable, while people continue to value equity, which is evident 
from their preferences for fairness and their assessments of the impact on their 
welfare of the changes. 

This imbalance may be reaching a critical level. Voting is becoming more polar- 
ized, and populist parties have achieved success in recent elections. Separatist 
movements have spread in Catalonia and Scotland. The 2018 appointment of a 
government led by the League and the Five Star Movement in Italy; the 30 percent 
of votes achieved by Marine Le Pen, an extreme right-wing candidate, in the runoff 
of the 2017 French presidential election; and the emergence of the euroskeptic 
Alternative for Germany in the 2017 German election are examples. Meanwhile, the 
already low level of trust in institutions has continued to trend downward. In 2015, 
only 11 percent of the respondents to the Life in Transition Survey expressed com- 
plete trust in their national government, and only 10 percent in their national 
parliament. This calls for a reexamination of the social contract with a focus on rem- 
edying the emerging distributional tensions and reestablishing social cohesion. 

Analysis of recent data show that there is a direct correlation between these 
manifestations of the imbalance, or of the cracks in the social contract, and the 
emerging distributional tensions described above. For example, the group of 
workers penalized by recent shifts in the demand for skills appear to be voting 
more regularly for extremist parties. There is also evidence that polarization of the 
voting is related to regional welfare disparities. And younger generations are opt- 
ing out of the system by not voting, as shown by their declining turnout at elec- 
tions across Europe. 
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Looking Ahead: Public Policies for a Stable Social 
Contract 


Market-driven inequalities, absent or delayed adjustments in public policy and 
institutions, and strong preferences for equity are contributing to instability in the 
social contract in the region. 

The countries of Europe and Central Asia differ in many respects, and policy 
prescriptions ought to be context specific. Even so, three principles are relevant to 
any consideration of policy instruments to achieve people’s aspirations for an equi- 
table and cohesive society and to build a stable social contract: 


e Promote labor market flexibility, while maintaining protection for all types of 
labor contracts 

e Seek universality in the provision of social assistance, social insurance, and 
good-quality basic services 

e Expand the tax base by complementing progressive taxation on labor incomes 
with taxation on capital 


These principles can contribute to tackling the emerging distributional tensions 
affecting the stability of the social contract. Any approach should incorporate all 
three. Acting on one or two alone might exacerbate tensions. 


Labor Market Flexibility and Protection 


The dynamic labor markets of today call for greater efficiency in job matching that 
helps workers embrace better opportunities and assists firms in finding appropriate 
skills. This helps everyone in adapting and benefiting from the new world of work. 
The traditional employer-employee relationship has eroded in Europe over the last 
two decades. The erosion has been more dramatic in some countries, such as 
Poland. It has been accompanied by a proliferation in alternate types of contracts. 
Labor regulations should keep pace and avoid creating divisions among groups 
that may fuel distributional tensions and undermine the equality of opportunity. 

Efforts to achieve flexibility cannot be undertaken only at the margin, which 
would result in protecting some workers, but not others. Partial reforms would 
mean that a majority of the people entering the labor market or starting new jobs 
will be active in nonstandard employment. In several countries, graduating from 
temporary to permanent employment is difficult. Some workers therefore experi- 
ence greater economic insecurity, while others are in permanent employment with 
strong protections. 

In the western part of the region, efforts to foster more flexibility should be 
aimed at closing the divide in protection across types of employment, thereby 
reducing labor market segmentation. The Jobs Act in Italy sought to reach this 
goal by simplifying the types of labor contracts and offering protection for all 
workers. In the eastern part of the region, informality is widespread in several 
countries, and a large share of the workforce does not benefit from the protections 
offered by labor regulations or by social insurance. If informality remains substan- 
tial, the key is to reform labor market institutions and other business regulations to 
promote greater formalization. 
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Social Assistance, Social Insurance, and Key Services 


Social assistance is still an important policy arm in efforts to reduce poverty in 
many countries in the region. More nonpoor households are becoming 
vulnerable. This is incompatible with the aspiration to end poverty and vulnera- 
bility and promote a middle-class society. Extending the reach of social assis- 
tance programs ought to be a key feature of any new social contract among 
countries in the region. 

The nature of the initiatives implemented to realize the objective of providing 
guaranteed minimum protection among the population will vary by country. Fiscal 
and political considerations are crucial. There are advantages and disadvantages 
to means testing and to universal approaches. Income-based targeted schemes, 
well established in many countries in the region, can be used to supply generous 
transfers by assisting the people most in need. However, that may leave many 
people unprotected, including the many nonpoor who are vulnerable. Complex 
eligibility rules, stigma effects, a lack of knowledge among potential beneficiaries, 
and the administrative burden of delivering and receiving the benefits are some of 
the obstacles. Universal approaches to social assistance may address some of 
these challenges. 

The universal basic income (UBI) being discussed in many forums could provide 
broader protection and security to the population through greater coverage and 
take-up, and it would reduce disincentives to work. Yet, a UBI may be associated 
with other challenges. Depending on the design, it might entail a substantial fiscal 
burden, and the feasibility and equity impacts of implementing a UBI relative to 
other approaches must be weighed. A pure UBlI—a minimum income transfer to 
all individuals—does not exist in the region, but categorical unconditional cash 
transfers are being provided as a benefit among population groups such as chil- 
dren and the elderly. 

The emergence of distributional tensions represents a clear message: the 
growing economic insecurity affecting nonpoor households is a call for a review of 
the design and coverage of social assistance. 

The changing nature of work is likewise a call for a reexamination of social 
insurance. In Europe and Central Asia, pension systems are the main channel for 
social insurance. However, the systems in many countries do not supply adequate 
protection in old age to individuals who have been active in nonstandard forms of 
employment or in informal work or who have been out of work. Aging populations 
threaten the sufficiency of the coverage and financial sustainability of the systems. 

The poverty-preventing objective of social insurance among the elderly, chroni- 
cally ill, unemployed, or disabled should be separate from the consumption- 
smoothing objective. Insurance against the catastrophic risk of illness, injury, job 
loss, and other shocks that could drive households into poverty could be provided 
directly by government in conjunction with income support for all people in need 
as part of a guaranteed minimum poverty prevention package. This minimum 
package could cover everyone and would be financed through general tax reve- 
nue, thereby avoiding reliance on employment relationships and mandatory pay- 
roll contributions. The decoupling of social insurance from employment could 
facilitate the expansion of coverage to all, reduce the adverse impact on work 
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incentives and the labor demand of firms that is associated with the financing of 
social insurance through payroll taxes, and enhance the sustainability of social 
insurance systems. In a dynamic labor market, such an insurance scheme could 
encourage people to seek out and take on better jobs without fear of losing 
coverage. Meanwhile, a mandated insurance plan could address consumption- 
smoothing if the provider of the financing for program benefits is identified and 
the benefits are reasonable in relation to the contributions. 

Public policies in Europe and Central Asia also need to aim at recognizing a 
universal right to quality services to ensure that everyone can build their human 
capital and access economic opportunities. Key services—water, sanitation, trans- 
portation, education, health care, childcare, and eldercare—are provided in most 
countries. Yet, these services are not available to all. Under a stable social contract, 
they should not be out of reach of segments of the population. Universal provision 
of these services as a premarket intervention could represent great progress in 
ensuring equal opportunity for all. 

Education, in particular, has been a great equalizer. Education systems can help 
level the playing field by addressing the concern over the widening inequality of 
opportunity and the persistent spatial inequalities in many countries. However, 
simply expanding access to education no longer guarantees equal impacts. The 
focus should be not only universal access to schooling, but also universal access 
to learning as a key feature of a new social contract. Throughout education sys- 
tems, learning should include the development of cognitive skills (numeracy and 
literacy) and socioemotional skills so that younger generations, regardless of their 
socioeconomic background or the location of their residence, leave school pre- 
pared to lead productive lives and able to adapt to the changing nature of work. 
Developing these skills starts early in life. So, the gaps in the access to early child- 
hood education that affect the most disadvantaged need to be closed. 

Education and training services accessible to all adults that allow for learning 
new skills or for upskilling require strong partnerships between public and private 
providers. Employers should be encouraged to participate, which may require 
incentives, especially if more flexible labor markets and shorter job tenure reduce 
the returns to investments by firms in employees. Firms could contribute to build- 
ing training systems that are more flexible in responding to labor market demands 
and provide more work-based learning. 


Progressive Tax Systems 


Public policies need to expand the tax base, raise tax rates on top earners, and 
implement more progressive taxation that does not target only income. Higher 
taxes on capital income and higher taxes on wealth (for example, on inheritance 
or bequests) could underpin a more equitable fiscal system in the region. Because 
capital and the returns to capital are concentrated among a smaller share of the 
population, taxes on capital could enhance the progressivity of tax systems and 
reduce the inequalities between economic groups. They could also promote 
equality of opportunity among people whose lack of endowments mean that they 
do not start life on an equal footing. They can also supply a source of financing to 
expand and strengthen the social contract. 
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Increasing progressivity in the inheritance tax and in capital income taxation 
represent ways to promote equity and boost financing sources. In a globalized 
world where capital is highly mobile, capital taxation would be difficult to establish 
without coordination across countries. Recent proposals include global or regional 
taxes on capital (Atkinson 2016; Piketty 2014). 


Conclusion 


The widening economic fissures in the societies of Europe and Central Asia are 
affecting young workers, people in vanishing occupations, individuals lacking 
good networks, and residents of lagging regions, and they are threatening the 
sustainability of the social contract. Institutions that have achieved a remarkable 
degree of equity and prosperity over the course of several decades now face con- 
siderable difficulty in coping with the associated challenges. Surveys reveal grow- 
ing concerns about the inequality of opportunity, while electoral results show a 
marked shift in favor of populist parties that offer radical solutions to voters dis- 
satisfied with the status quo. 

There is no single solution to all the ills in every country, and the response to 
these problems varies considerably across the region. However, this report pro- 
poses three broad policy principles: 


e Promote labor market flexibility, while maintaining protection for all types of 
labor contracts. 

e Seek universality in the provision of social assistance, social insurance, and 
basic quality services. 

e Expand the tax base by complementing progressive labor income taxation with 
the taxation of capital. 


These principles could guide the rethinking of the social contract and fulfill 
the aspirations for growth and equity among the peoples of Europe and 
Central Asia. 


Notes 


1. Calculations based on data in Milanovic 2016; PovcalNet (online analysis tool), World 
Bank, Washington, DC, http://iresearch.worldbank.org/PovcalNet/. 

2. Other World Bank reports have analyzed the need to adjust the social contract in other 
regions and have also provided evidence on the changing nature of intergenerational 
mobility (Ferreira et al. 2013; Narayan et al. 2018; World Bank 2015). The challenges of 
new distributional tensions seem even bigger in Europe and Central Asia given the 
limited tolerance for inequality in this region. Ridao-Cano and Bodewig (2018) analyze 
the impact of emerging inequalities on economic growth in the European Union (EU). 
The current report focuses on additional distributional tensions and challenges facing 
taxation and social protection systems. 

3. Freeman (2007, 55), writing about the effect of this doubling on the United States, asserts 
that it “presents the U.S. economy with its greatest challenge since the Great Depression.” 
He adds that, “if the country does not adjust well, the next several decades will exacerbate 
economic divisions . . . and risk turning much of the country against globalization.” 
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4. Recent studies document this phenomenon in the United States. For example, Chetty 
et al. (2016) show that intergenerational mobility, a special case of equality of opportunity, 
has fallen dramatically in the last few decades. For a recent global perspective, see Narayan 
et al. (2018). Also see EqualChances.org (database), World Bank, Washington, DC, http:// 
www.equalchances.org/. The database is the first online repository of internationally 
comparable information on inequality of opportunity and socioeconomic mobility. 

5. For more on the definition of the middle-class income thresholds in terms of vulnerabil- 
ity, see L6pez-Calva and Ortiz-Juarez (2014). 

6. The Czech Republic and the Slovak Republic abandoned the scheme in 2013 after hav- 
ing introduced it in 2008 and 2004, respectively. 

7. The estimates refer to 2007-14. This period is not long, but the trend observed is in line 
with the trajectory observed in the longer period, for example. in taxation. The data are 
based on EUROMOD (Tax-Benefit Microsimulation Model for the European Union) 
(database), Institute for Social and Economic Research, University of Essex, Colchester, 
UK, https://www.euromod.ac.uk/using-euromod/access; EU-SILC (European Union 
Statistics on Income and Living Conditions) (database), Eurostat, European Commission, 
Luxembourg, http://ec.europa.eu/eurostat/web/microdata/european-union-statistic 
son-income-and-living-conditions. 
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Introduction 


Emerging Distributional Tensions in Europe and 
Central Asia 


Globalization and technological change are altering the day-to-day lives of people 
across Europe and Central Asia. A large share of jobs is susceptible to automation 
in the region, including, for example, nearly 40 percent of jobs in Georgia and 
Tajikistan and around 60 percent in Croatia and Latvia (World Bank 2016). Different 
jobs requiring different skills are being created. Increasingly, workers are entering 
into nonstandard labor contracts or finding opportunities to become 
self-employed. 

Changing opportunities generated by markets can lead to new distributional 
tensions. Those people who are ready to take advantage of emerging opportuni- 
ties because of their skills, access to markets and digital technologies, and location 
will gain from these changes, while others may have fewer economic opportunities 
within reach. These dynamics create new divides that can affect social cohesion by 
making inequalities more salient across groups described by different skills and 
occupations, of different generations, living in different regions, or born to parents 
of different educational backgrounds. 

Public policies play an important role in taming market-generated inequali- 
ties in Europe and Central Asia. Available evidence shows that the lower levels 
of inequality in the region relative to other regions around the world derive 
mostly from public redistribution systems. A look at market incomes shows that 
the countries of Europe and Central Asia exhibit inequality gaps similar to 
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those in Latin America, where the redistributive effect of taxes and transfers is 
more limited (Lustig 2017). In Europe and Central Asia, nonmarket 
income represents a substantial part of total household income, particularly 
among the poorest 40 percent of the population (the bottom 40) (Bussolo and 
Lépez-Calva 2014). 


The Potential Implications for the Social Contract 


In a changing economic context that might be giving way to increasing distribu- 
tional tensions, public policies may no longer be equipped to respond in line with 
people's preferences and perceptions about equality. Europe and Central Asia 
possesses some of the oldest and most developed models of the welfare state in 
the world. The preferences in the region seem to value economic security. Evidence 
from the eastern part of the region, for example, shows that people aspire to the 
stability provided by a full-time job, strongly associated with public sector jobs 
(Davalos et al. 2016). These preferences seem to be at odds with the changing 
nature of employment. Moreover, many welfare state mechanisms were not 
designed to operate in the dynamic context of today’s world nor to deal with 
potential distributional tensions that may be emerging. For instance, if more jobs 
are in temporary contracts or of shorter tenure than in the past, insurance systems 
tied to standard open-ended employment contracts might no longer be adequate. 
The result is that people across countries perceive that the playing field in access 
to economic opportunities is increasingly less level (EBRD 2018). Voice is being 
given more frequently to the word “unfairness,” even if inequality across individu- 
als and households is less in the region than in other parts of the world (Davalos 
et al. 2016). Europe and Central Asia accounts for 23 of the 30 countries with the 
lowest Gini coefficient among 158 countries across the world (figure 1.1). 

Underlying all stable societies is some form of social contract, an implicit agree- 
ment among the members of a society. This agreement is backed by institutional 
arrangements that influence how markets function, how responsibilities and ben- 
efits are defined, and how resources are redistributed (World Bank 2017). This 
report defines a stable social contract as one in which, in the context of a given 
distribution of resources generated by market forces, the way that distribution is 
affected by public policies (through the fiscal system, but also through rules and 
institutions that affect the functioning of the markets) is aligned with people’s per- 
ceptions and preferences, a combination of people’s beliefs and social values and 
norms (figure 1.2).! The elements that bring the social contract into equilibrium— 
the role of the market, public policies, and people's preferences—can be vastly 
different across countries. A mismatch between what the market delivers and what 
people expect and value can tear the social contract. 

Despite different economic, social, and political paths, particularly between 
Western Europe and the countries of Eastern Europe and Central Asia, a drive for 
equity has underpinned the social contract in the region. The formation of the 
social contract in Europe and Central Asia has a long history, beginning with the 
Elizabethan Poor Relief Act of 1601 that created a Poor Law system in England and 
Wales. The major foundations for social contracts that prevail in most countries in 
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FIGURE 1.1 

Income inequality is lower 
in Europe and Central Asia 
than in most of the rest of 
the world 
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Sources: Calculations based on data in Milanovic 2016; PovcalNet (online analysis tool), World Bank, 
Washington, DC, http://iresearch.worldbank.org/PovcalNet/. 

Note: The Gini index has been calculated on income whenever possible; alternatively, consumption is 
used. Rest of the world = all countries, including high-income countries. Europe and Central Asia 
includes Western Europe. Regional averages are unweighted averages of individual countries. 
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Europe and Central Asia developed following World War II, with a strong compo- 
nent of equity. 

Countries behind the iron curtain had a system based on state ownership of 
many of the means of production, and state enterprises were the main suppliers 
of welfare services to the population. Western European economies have 
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FIGURE 1.3 

Distributional tensions 
along four dimensions are 
explored 


supported economic and social interventions to provide social justice within the 
framework of a capitalist economy and representative democracy. 

The social contracts in Europe and Central Asia have faced serious challenges 
in recent decades. In Western Europe, the end of full employment in the 1970s 
led to changes and some retrenchment in the welfare state. The fall of the Berlin 
Wall and the varying speed in the transition experienced by the formerly centrally 
planned economies also drove a transformation in welfare systems; the social 
contract in some transition countries remains strongly influenced by the legacy of 
the arrangements under the Soviet system. Nonetheless, a preference for the fair 
distribution of incomes is at the core of the social contract and of societies in 
Europe and Central Asia (Alesina and Glaeser 2004; Alesina, Glaeser, and 
Sacerdote 2001). 


Is a Rethinking of the Social Contract in the Region 
Warranted? 


The report uses the three parts of a stable social contract—the distribution of 
resources by the market, public policies, and social preferences—as an organizing 
principle in exploring the equity dimension of social contracts in the region. 
Chapter 2 focuses on market forces and analyzes four key areas of emerging 
distributional tension (figure 1.3). First, the chapter examines whether the labor 
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market engagement of certain occupations is changing more relative to other 
occupations (the distributional tensions between workers in different occupations); 
specifically, it looks at how technological progress is affecting the demand for dif- 
ferent skills, altering the occupational structure of employment, and impacting the 
earnings and economic security of certain groups. Second, the chapter explores 
whether economic and institutional forces (for example, pension arrangements or 
the availability of new types of jobs) are reducing the earnings prospects of some 
cohorts compared with others (younger and older generations) and increasing the 
dispersion of incomes within the same cohort, potentially opening a generational 
divide (distributional tensions between and within cohorts). Third, the chapter 
examines whether people in certain geographical areas have more limited access 
to opportunities, including in building up their productivity through access to ser- 
vices; specifically, it looks at whether spatial inequalities exist, and whether they 
are persisting or widening (distributional tensions between geographic areas). 
Fourth, the chapter explores whether the share of total inequality that can be 
attributed to circumstances outside an individual's control is rising and how this 
affects the ability of workers to benefit from economic opportunities (distributional 
tensions from inequality of opportunity). Chapter 2 also considers how these four 
areas of distributional tension are related to a crisis of the middle class that has 
become more manifest in growing economic insecurity than in an actual reduction 
in the share of populations in the middle of the income distribution. 

Chapter 3 examines the second element of the social contract and discusses 
the tax and benefit systems and labor market policies in the region. An array of 
policy instruments is assessed in the report, with the objective of understanding 
whether they are able to respond to emerging inequalities and contribute to eco- 
nomic security and equal access to opportunity for all. Performance and chal- 
lenges in three policy areas that are particularly relevant to the distributional 
tensions are investigated. First is the evolution of labor market regulations, inter- 
ventions, and institutions and their role in managing or influencing distributional 
tensions among workers. Second, what has been the impact of taxes and transfers 
in reducing inequality (not only across income groups, but also, for example, 
between groups of workers in different occupations) and in compensating for the 
growing vulnerabilities among some groups. Third, what has been the role of poli- 
cies in facilitating labor mobility within countries. The report explores whether 
housing policies, for instance, are having an impact on labor mobility and thus 
access to economic opportunities among some groups, particularly groups in 
remote rural areas.? 

Following the discussion of market and policy trends in the previous chapters, 
chapter 4 explores the third element of the social contract, people's perceptions 
of recent changes and societal preferences for equity. It looks at how the prefer- 
ences of individuals are shaped and, more generally, the type of society in which 
they would like to live. An important dimension is introduced: people's percep- 
tions of inequality and how these are associated with demands for redistribution. 
The chapter brings together the three elements of the social contract: market- 
driven inequality, public redistribution, and societal preferences for equity and 
shows that imbalances in the social contract may be emerging. Signs of these 
imbalances include polarization in voting and in the negative trends in the trust 
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exhibited by individuals in public institutions. Voting for populist parties, lower 
turnouts in elections, and a substantial increase in distrust are strongly associated 
with those people who are on the losing end of distributional tensions, such as 
workers in more precarious positions, individuals in young cohorts, or people who 
have been cut off from economic opportunity. 

Chapter 5 presents a rethinking of public policies to tackle the distributional 
tensions and strengthen the social contract. Although the policy agenda for 
strengthening the social contract is country specific in that it aligns with each coun- 
try’s markets, preferences, and policies, general policy principles are set forth that 
may contribute to the debate on a new social contract in the countries of Europe 
and Central Asia. These principles are focused on the balance between labor mar- 
ket flexibility and protection, the role of social assistance and social insurance in 
providing economic security, the provision of good-quality services, and tax poli- 
cies that foster more equitable fiscal systems. 


Notes 


1. For a treatment of the social contract as a bargaining process between conflicting indi- 
viduals and interests, see Binmore (1994, 1998). The text view of the social contract is 
related to the analytical approach proposed by Kanbur (1999) in the context of optimal 
taxation. Kanbur (1999) sets out a framework for thinking about optimal taxation that 
includes (a) the degree of inherent inequality as reflected in the extent of productivity 
distribution; (b) the incentive effects, captured in that model by the elasticity of labor 
supply; and (c) the degree of egalitarianism, captured by the inequality aversion 
parameter. 

2. Asomewhat different categorization of policies that affect the distribution of income is 
proposed by the International Panel on Social Progress (IPSP 2018), which distinguishes 
among premarket (for example, the provision of education), in-market (for instance, 
labor market regulation), and postmarket interventions (such as taxes and transfers). 
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Are Distributional Tensions Brewing 
in Europe and Central Asia? 


This chapter first briefly assesses the inequality in the distribution of income and 
wealth across individuals. A rising inequality and a concentration of income and 
wealth for the top 1 percent of the population are important, especially when more 
economic power is accompanied by more political power, but those are also, by 
now, quite well-studied issues. In fact, focusing on this type of (vertical) inequality 
alone misses a lot. In Europe and Central Asia, inequality between groups (hori- 
zontal inequality) is growing. This, together with heightened economic insecurity 
and, at times, a more unfair process generating the distribution of incomes, is 
behind the brewing distributional tensions in the region. 

The chapter identifies and considers in detail four key distributional tensions. 
First, in some countries, technological progress is boosting the returns to higher- 
level skills, but also driving complex changes in the distribution of skills. The polar- 
ization of occupations is forcing a large group of middle-skilled-level workers 
employed in occupations intensive in routine tasks into lower-skill jobs, thereby 
reducing economic security and the incomes of low-skilled workers. Second, eco- 
nomic and institutional forces (such as globalization, labor market regulations, and 
pension arrangements) are reducing the earnings prospects of young workers 
relative to older workers and retirees and increasing inequality among the young. 
These forces are driving a generational divide because many young workers may 
not be able to join or maintain themselves in the middle class. Third, spatial 
inequalities in Europe and Central Asia reduce the economic opportunities of 
groups living in lagging subregions and underserved rural areas. Fourth, inequality 
of opportunity—the share of total inequality that can be attributed to 


29 








30 


Toward a New Social Contract 





circumstances outside an individual's control—still represents an important share 
of total inequality. This share is rising in some countries in the region, reducing 
worker social mobility and adding to a perception of unfairness. 

These four distributional tensions—among workers, across generations, among 
geographical areas, and in opportunity—are not necessarily highlighted when ver- 
tical inequality, or disparities across individual incomes, is considered. However, 
these tensions are relevant for the stability of the social contract. If individuals 
belonging to groups that are losing, or that are exposed to more intense economic 
insecurity, cannot move to other groups, then social cohesion suffers. The chapter 
concludes with an analysis of the situation of the middle class, a class that repre- 
sents the bulk of Europe’s population. The expansion of the middle class has 
slowed in most countries and even reversed in some. Even more importantly, 
however, decreasing economic security, rather than a shrinking population share, 
characterizes the “crisis” of the middle class. Many people still have middle-class 
incomes, but they are, or feel, vulnerable to fall into poverty, as their incomes are 
less stable and less secure. The analysis shows these vulnerable people belong 
to the groups that are on the losing side of the distributional tensions: younger 
cohorts, workers in middle-skilled occupations, residents in lagging regions. 
A society with a shrinking or vulnerable middle class is a symptom of a more 
polarized society and, in turn, a society with a lower support for the current 
social contract. 


Inequality across Individuals in Europe and Central Asia 


Inequality has increased worldwide in recent decades. In most countries, the 
inequality gap is widest today relative to the last 30 years. In the countries of the 
Organisation for Economic Co-operation and Development (OECD), the richest 
10 percent of the population earn 9.6 times the income of the poorest 10 percent, 
a significant increase since the 1980s when the ratio was 7 to 1. In emerging coun- 
tries, the income gaps are even greater. The Europe and Central Asia region is no 
exception. Income inequality in the region has risen during the last 25 years, 
although the trends and magnitudes vary across the region.! 

Income inequality in the European Union (EU) widened during the 1990s, but 
has been relatively stable since then. Figure 2.1 illustrates trends in the average 
Gini index of per capita household income in various regions of the current EU. In 
1988-98, income inequality widened across all regions. The biggest increases 
occurred in the Baltic States and Central Europe (with an average increase of 12 
and 8 Gini index points, respectively). This change, associated with the transition 
from a planned to a market economy, was driven mostly by increased inequality in 
labor income.” Inequality also increased in continental Europe and Northern 
Europe, though the pattern was heterogeneous in the latter. Inequality remained 
roughly stable in Southern Europe in 1988-98 with the exception of Italy, where it 
increased. Income inequality presented a slight U shape in the case of the Baltic 
States. The following period shows a more mixed pattern, with a stable trend in 
2003-08, with the exception of the Baltic States, in which inequality narrowed, and 
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a mild increase in inequality during the last recession (2008-13) only in Southern 
and Central Europe. 

Inequality in the economies of the former Soviet Union, Turkey, and the Western 
Balkans has narrowed in the last decade after increasing during the transition. Data 
on household incomes from the initial years of transition in the former Soviet Union 
economies are scarce and, because of dramatic changes in relative prices, unreli- 
able as a means of measuring household welfare. For this reason, estimates on 
inequality rely on household consumption information. Figure 2.2 shows that 
Central Asia saw a strong decrease in inequality between 1993 and 2003, although 
this is possibly a rebound from the transition period, on which there is limited data. 
Belarus, Moldova, the Russian Federation, and Ukraine saw a decline in the same 
period, particularly because of the strong performance of Russia. In the Western 
Balkans, which is only fully observed after 2003, inequality has shown a slight 
decrease. In the case of the South Caucasus, an initial decrease between 1998 and 
2003 was later reversed, with an increase until 2013. Turkey experienced a long- 
term decline in inequality, albeit with relative stagnation during the 1990s and a 
slight increase in 2008-13. 


32 


Toward a New Social Contract 





FIGURE 2.2 

Trends in consumption 
inequality, former Soviet 
Union economies, Turkey, 
and Western Balkans, 
1988-2013 


FIGURE 2.3 
Gini index adjusted for 
the top incomes, 2011 
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This analysis, based on household surveys, may understate the level of inequal- 
ity or overstate the recent decline in inequality because surveys typically do not 
include the income of the richest individuals in the region.* Increasing attention is 
being paid in the literature, in the media, and in many forums around the globe to 
income concentration among the richest. Indeed, accounting for top incomes in 
traditional household survey-based measures of inequality such as the Gini index 
reveal higher income inequality (figure 2.3). 
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Available evidence indicates that concentration of income is growing in many 
countries in the region.> Among the countries on which data are available, the 
income share of the top 1 percent of the population is highest in Russia and Turkey 
and has increased in many countries (table 2.1). The World Inequality Database 
provides estimates for the top 1 percent income share in 17 countries of Europe 
and Central Asia, mainly Western European countries, but including Hungary, 


TABLE 2.1 Top 1 Percent Income Shares Vary Across the Region, but Have 
Risen in Many Countries 
a. Top 1 percent income shares, latest available estimates 








Year Top 1% income share 
Netherlands 2012 6.3% 
Low Denmark 2010 6.4% 
Finland 2009 7.5% 
Norway 2011 7.8% 
Spain 2012 8.6% 
Sweden 2013 8.7% 
Medium Low Italy 2009 9.4% 
Hungary 2008 9.6% 
Portugal 2005 9.8% 
Ireland 2009 10.5% 
France 2014 11.0% 
Medium High Germany 2011 13.0% 
Poland 2015 13.3% 
United Kingdom 2014 13.9% 
High Russian Federation 2015 20.2% 
Turkey 2016 23.4% 





b. Average percentage point change in top 1 percent income shares, 
circa 1980-2014 





Change in top 1% 
income share 





Netherlands 0.48 
Denmark 0.94 
Spain 0.95 
France 2.00 
Germany 2.26 
Italy 2.48 
Finland 3.14 
Norway 3.20 
Ireland 3.85 
Sweden 4.60 
Portugal 5.45 
Hungary 7.01 
United Kingdom 7.21 
Poland 9.14 
Russian Federation 16.78 





Source: Based on data of WID (World Inequality Database), Paris School of Economics, Paris, https:// 
wid.world/. 

Note: Panel a: the population is comprised of individuals more than 20 years old. The base unit is the 
tax unit defined by national fiscal administrations for the measurement of personal income taxes. It 
may refer to individuals or be equally split across adults according to the available data in each country. 
Panel b: Denmark (1980-2010), Finland (1980-2009), France (1980-2014), Germany (1980-2011), 
Hungary (1980-2008), Ireland (1980-2009), Italy (1980-2009), Netherlands (1981-2012), Norway 
(1980-2011), Poland (1983-2015), Portugal (1980-2005), Russian Federation (1980-2015), Spain 
(1981-2012), Sweden (1980-2013), and United Kingdom (1981-2014). 
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Poland, Russia, and Turkey.® The top 1 percent income share has increased sub- 
stantially in countries such as Poland and Russia and stands at around 20 percent 
in Russia and 23 percent in Turkey. This big expansion in the share of total income 
captured by top earners is related to the fact that, while, for the vast majority of 
individuals, wages are by far the largest component of income, a distinguishing 
feature of the incomes of top earners is the share of capital income. This share has 
grown in the last two decades. For instance, in France, the top 0.01 percent receives 
about 20 percent of their income from capital (OECD 2014). This suggests that 
income inequality may be related to inequality in capital holdings, that is, wealth 
inequality. 

Wealth has also become more concentrated. Data on wealth are scarce, and the 
coverage of the World Inequality Database, the source of table 2.1, is limited. The 
Forbes list of billionaires indicates that the number of billionaires in Europe and Central 
Asia rose from 106 in 1996 to more than 500 in 2017 (figure 2.4). The number of bil- 
lionaires in Western Europe increased from 90 in 1996 to 379 in 2017, and the number 
of Russian billionaires rose from 8 in 2001 to 96 in 2017. While 62 percent of the 
region's billionaires are concentrated in Western Europe, the billionaires in Eastern 
Europe are far richer: three to four times richer in the case of Russia because of high 
growth rates in net worth over the past decade and two to three times richer in the 
case of billionaires in other Eastern European countries. The sources of wealth vary 
across the region. There is a concentration in mining among Russian billionaires, the 
financial sector in other Eastern European countries, and manufacturing in Western 
Europe. 

Labor income is losing ground as a share of total income. The labor share of 
income declined in Western Europe particularly during the 1980s, though it 
remained relatively stable thereafter. However, since the mid-1990s, a growing 
number of countries in the region, especially those that transitioned out of a 
planned economy, have witnessed declining labor income shares (figure 2.5). 
The largest decline in 1994-2014 occurred in Azerbaijan (-34 percentage 
points), followed by the former Yugoslav Republic of Macedonia and Serbia 
(-19 percentage points), Armenia and Tajikistan (-16 percentage points), 
Estonia (-12 percentage points), Luxembourg and Turkey (-11 percentage 
points), and Kazakhstan (—10 points). The current literature has been exploring 
various hypotheses to explain this, from advances in information technology 
and the decline of the relative price of investment goods, to automation, finan- 
cial deregulation, and an increase in industry concentration, which allows 
incumbent superstar firms to exploit monopolistic rents (Autor et al. 2017; 
Eden and Gagg] 2015; Karabarbounis and Neiman 2014; and Stiglitz 2012). 

The greater concentration of wealth and the decline in the share of labor 
income may result in widening income inequality. Piketty (2014) argues that the 
main driver of inequality is the tendency of returns on capital to exceed the rate 
of economic growth. As an economy expands, a larger share of gross domestic 
product (GDP) is represented by profits, while the share of GDP accounted for 
by worker wages shrinks. This may explain the parallel trends in wealth and 
income inequality. 
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Source: Based on “The World's Billionaires,” Forbes Media, Jersey City, NJ, https://www.forbes.com 
/billionaires/list/#version:static. 

Note: West = Austria, Belgium, Czech Republic, Denmark, Finland, France, Germany, Greece, Iceland, 
Ireland, Italy, Lithuania, Netherlands, Norway, Poland, Portugal, Romania, Serbia, Spain, Sweden, and 
United Kingdom; East = Georgia, Kazakhstan, Turkey, and Ukraine. Panel b: east and west data reflect 
the group-level average of the country-level average of net worth as a share of GDP and can therefore 


be interpreted as the net worth of the average billionaire as a share of GDP in each group of countries. 


GDP = gross domestic product. 
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FIGURE 2.5 

The declining share of labor 
income, particularly in 
transition economies 
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Source: Based on data of Karabarbounis and Neiman 2014. 

Note: Western Europe = Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, 
Luxembourg, Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, and United Kingdom; 
Transition countries = Central and Eastern Europe, the Baltic States, the Western Balkans, and the 
remaining economies of the former Soviet Union. Turkey, though not strictly a transition country, is also 
included in this last group. 


While the previously mentioned measures of inequality across incomes of indi- 
viduals reveal no reason for alarm in Europe and Central Asia, the adjustment 
showing the share of top incomes is more in line with people's perceptions that 
inequality is widening (chapter 4).’ 

Moreover, incomes may be clustering at the extremes of the distribution and, 
while vertical inequality may narrow, polarization may become more severe (Zhang 
and Kanbur 2001). So, a look at the polarization of distribution or, equivalently, at 
what is happening at the middle of the distribution may reveal that clustering is a 
relevant distributional shift. 

While inequality across individuals or polarization are indeed important, most of 
the focus of this report is the distributional tensions that may arise because of 
between-group inequality, that is, horizontal inequality (box 2.1). This perspective is 
critical to social stability and, as highlighted by Stewart (2002, 4), is also a “precondi- 
tion of economic development.” This is because individuals within disadvantaged 
groups may not be able to contribute to society's prosperity if between-group 
inequality persists. For example, the children of parents in disadvantaged groups 
may not be able to accumulate sufficient human capital or, even if they can do so, 
may not have access to the most productive occupations. Inequality across occupa- 
tion groups, generations, and regions and inequality of opportunity are the focus of 
this chapter. 
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BOX 2.1 Horizontal Inequality 


Horizontal inequality refers to inequality between 
groups. These groups may be culturally defined (or 
constructed), such as racial, ethnic, or religious 
groups; they may be defined by situation, such as 
regional location or age; or they may be defined 
based on economic criteria, such as occupation. 
This is in contrast with vertical inequality, which is 
inequality across all households or individuals. 
Vertical inequality can be decomposed into between- 
group inequality (horizontal inequality) and within- 
group inequality. Within-group inequality typically 
accounts for a larger share of vertical inequality, but 
horizontal inequality may nonetheless be substantial. 

Inequality can be measured along many dimen- 
sions, for example income, assets, life expectancy, 
health, educational attainment, opportunities for 
political participation, or access to public services. 
The classifications used to define groups should be 
meaningful and recognizable to the individuals so 
grouped and to society at large, and rapid move- 
ment from one such group to another should be 
difficult for individuals. 

Horizontal inequality often endures, even for 
centuries, for example, inequality between blacks 
and whites in the United States. But horizontal 
inequality may also disappear within a few gener- 
ations because, for instance, of the upward mobil- 
ity of immigrant groups in some countries. The 
welfare cost of horizontal inequality tends to be 
high because people become trapped in 
deprivation. 

This contrasts with vertical inequality, which 
may, at least partially, be characterized by churn- 
ing, as households rise into or fall from the upper 
segments of the income distribution over time. 

Horizontal inequality also matters because the 
members of the groups may identify with their 
groups, and the well-being of the group affects their 
identity. Likewise discrimination based on group 
identity can lower efficiency, and persistent horizon- 
tal inequality can undermine political stability. 


Source: Stewart and Langer 2007. 


The potential for economic policy to address hori- 
zontal inequality depends, in part, on the group 
involved. For example, governments can have a direct 
impact on the relative incomes across groups through 
policies on social protection, and governments can 
address regional inequality through public investment 
and service provision. By contrast, improving the posi- 
tion of racial or ethnic groups may require changes 
in norms, culture, and social relations to reduce 
boundaries between groups (for example, through 
intermarriage) or encourage greater acceptance of 
underprivileged groups. 

Government policies can support or hinder such 
changes. Policies that prohibit discrimination against 
disadvantaged groups in the accumulation of assets 
(for example, in lending) or human capital (access to 
education) can eventually narrow horizontal inequal- 
ity. Such policies may need to be supported by affir- 
mative action in favor of underprivileged groups to 
counteract the effects of past discrimination. For 
example, educational admission policies based on 
competitive examinations will discriminate against 
young people from less well-educated backgrounds 
or those that do not speak the dominant language. 
However, there is a risk that affirmative action may 
add to the boundaries between groups, thereby dis- 
couraging the social acceptance of some groups. 

Comprehensive programs may be necessary 
because deprived groups often suffer from priva- 
tions across several dimensions. Thus, improving 
secondary schools that serve underprivileged 
groups may be of little help if households cannot 
survive without the full-time labor of their older chil- 
dren. Raising contacts with more privileged groups 
in an equal setting—for example, avoiding segre- 
gated schooling—can improve the opportunities of 
the less privileged. Strong group organizations can 
promote self-respect, provide mutual insurance, and 
strengthen the bargaining position of the group, but 
may also reduce beneficial contacts and, similar to 
affirmative action, may highlight group divisions. 
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Labor Market Polarization and the Shifting 
Demand for Skills 


Technological change, globalization, and institutional or policy changes are trans- 
forming labor markets in Europe and Central Asia. Advances in technology, 
including the Internet and various forms of mechanization, are reducing the 
demand for work that is intensive in routine tasks (Autor and Dorn 2013; Autor, 
Katz, and Kearney 2006, 2008; Autor, Levy, and Murnane 2003; Goos and Manning 
2007; Goos, Manning, and Salomons 2014). For example, airline ticket agents are 
being replaced by websites, and assembly line workers are being replaced by 
robots. The rise of developing countries in the global economy has intensified the 
competition facing low- and mid-skilled workers in advanced countries who have 
traditionally relied on now-declining manufacturing industries. Many countries 
have eased regulatory restrictions on firing and reduced other worker protections 
to facilitate adjustment to shocks by making markets more flexible. However, in 
many cases, this has created dual labor markets, whereby only skilled and experi- 
enced workers continue to benefit from high levels of protection, while the rest 
face more vulnerable employment conditions (chapter 3). Many of the displaced 
jobs tend to be in medium-earning occupations, generating a shift into low-paid 
and, to a lesser extent, high-paid occupations. This polarization of occupations has 
implications for the distribution of earnings that may not be reflected in a rise in 
the Gini coefficient, but could still cause rifts. 

Job polarization, understood as the simultaneous growth of occupations at the 
extremes of the wage spectrum and the hollowing out of mid-skill jobs, has driven 
significant changes in the distribution of wage income. A worker's occupation— 
not simply the skill level—has become an important determinant of labor market 
earnings in the United States in recent decades (Acemoglu and Autor 2011). What 
is the situation in Europe and Central Asia? Do countries in the region experience 
occupational and earnings polarization? The next two subsections address these 
issues, considering, first, occupational changes in the region and then diving 
deeper in country case studies. For these studies, a formal decomposition analysis 
aims at determining the importance of occupational changes in changes in the 
earnings distribution and, ultimately, income distribution. A brief outline of the 
main results paves the way for the detailed analysis. 

Results: polarization in occupations. From the fall of the Berlin Wall to the early 
2010s, the western part of the region experienced job polarization. Jobs in the 
middle of the distribution, intensive in routine tasks, are becoming less available. 
In the eastern part of the region and from about 2000 to 2010, the occupational 
transformation was more mixed. The share of jobs at the low end and in the 
middle of the distribution expanded. Routine biased technological change, auto- 
mation, appears not to be widespread in the eastern part of the region, where 
occupational changes are more closely linked with the formalization of jobs 
(chapter 3). Especially in the lower half of the distribution, unpaid family work or 
self-employment was being replaced by more wage work. But this is likely to be 
a transitional effect, partially caused by the temporarily high growth rates. The 
shifts in the occupational structure meant that many workers had to move to dif- 
ferent jobs or, especially in the east, enter the labor market in the expanding 
number of low-end occupations, which may not have been their aspiration. 
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Results: changes in the earnings distribution. The polarization of jobs in the 
western part of the region was not accompanied by polarization in earnings (as 
in the United States; see Acemoglu and Autor 2011). Instead, there was a 
regressive change in the distribution of earnings. Workers displaced in the 
middle occupations added to the supply of workers for jobs at the bottom 
more rapidly than the demand for such jobs, and the greater competition 
drove wages down. At the higher end, demand outstripped supply, and wages 
rose. The reverse occurred in the eastern part of the region. Wages at the bot- 
tom of the distribution rose, along with the number of jobs. A detailed decom- 
position analysis confirms that occupational change was especially relevant in 
the regressive change in the earnings distribution in the west, while other fac- 
tors, such as demography and higher educational attainment, were at play in 
the east.? 

Both halves of the region experienced increasing distributional tensions. In the 
west, deterioration in economic security and in the incomes of low-skilled workers 
put pressure on redistribution systems (chapter 3). One result was a growth in dual 
earner households as households boosted their participation in the labor market 
to offset the deterioration in incomes. In the east, the aspirations of the more well 
educated to obtain high-end jobs were frustrated, similar to the outcome in the 
Middle East (Arampatzi et al. 2015). 


Trends in Occupational Change in the Region 


Individuals are employed in occupations, and any given occupation can be under- 
stood as a bundle of tasks. Six tasks may be defined (box 2.2). Each occupation is 
intensive in each of these tasks, but in different ways. Changes in the labor market 
may be described in terms of how the intensity of each of these tasks is evolving 
in overall employment. This is the approach followed, for instance, by Hardy, 
Keister, and Lewandowski (2016). Overall employment may become more routine 
intensive because the occupational structure changes and occupations that are 
more intensive in routine tasks come to account for a larger share of total employ- 
ment. An alternative approach, followed by Autor (2014), the World Bank (2016a), 
and this report, involves grouping occupations according to relative task intensity. '° 
This allows the change in occupational structure to be examined directly rather 
than inferring the change according to the change in the average task content of 
employment. This is more useful in evaluating the distributional tensions in the 
labor market because individuals choose and employers demand occupations 
rather than tasks.11 In this approach, occupations are classified based on the inten- 
sity of each task involved. For simplicity and given the high correlation that exists 
between some tasks, the classification used in this report groups occupations into 
three categories based on their intensity in routine tasks; nonroutine, cognitive 
tasks; and nonroutine, manual, physical tasks (box 2.2; see annex 2A). 
Occupations can be classified into three groups based on the type of task 
involved. Occupations intensive in routine tasks may include either routine cogni- 
tive tasks, such as filling out forms or performing repetitive administrative assign- 
ments (an office clerk), or routine manual tasks, such as operating a machine in a 
factory (a metal molder). These occupations are typically found in the middle of the 
wage distribution in high-income countries (Goos, Manning, and Salomons 2014). 
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BOX 2.2 Construction of Occupational Categories 


Grouping occupations according to task content 
implies making a decision on which task dimension 
to prioritize. Because the potential number of tasks 
characterizing an occupation may be large, this 
report relies on task content indexes formulated by 
the Institute for Structural Research that originate 
from O*NET and follow Acemoglu and Autor 
(2011).2 There are six task content indexes: (a) 
nonroutine, cognitive, analytical; (b) nonroutine, 
cognitive, personal; (c) routine, cognitive; (d) rou- 
tine, manual; (e) nonroutine, manual, physical; and 
(f) nonroutine, manual, personal. Additionally, 
indexes (c) and (d) can be combined into a routine- 
task intensity index based on Autor, Levy, and 
Murnane (2003). Each occupation at the 4-digit 
level (unit group titles) of the International Standard 
Classification of Occupations (ISCO) 88 has a value 
in every task content index. For the purpose of 
this work, occupations are aggregated at the ISCO 
88 2-digit level (submajor group titles) by taking a 
simple average of the indexes of the unit groups 
included in the corresponding submajor group. 
This is done to have a common aggregation level 
across countries because not all surveys record 
occupations at the 4-digit level. 

There are 27 submajor occupation groups in the 
ISCO 88 classification. These are divided into three 
groups as follows. First, the 27 groups are ranked 
according to the routine-task intensity index. The 
first category—occupations intensive in routine 
tasks—includes the top third of the groups 


(9 groups) with the highest index value. The 
remaining 18 submajor occupation groups are 
divided into two groups according to their value on 
the nonroutine, cognitive, analytical index.° The 
half with the highest values on the nonroutine, cog- 
nitive, analytical index is included in the second 
category, occupations intensive in nonroutine, cog- 
nitive tasks. The bottom half is included in the third 
category, occupations intensive in nonroutine, 
manual tasks. Annex 2A, table 2A.1 presents a sta- 
tistical summary of the categories. The categoriza- 
tion of occupations is based on the relative 
intensity of some tasks. Thus, nonroutine, manual, 
physical task content is high in both the first and 
third groups, but the first group also exhibits high 
routine-task intensity, whereas the third group 
shows a low value for routine tasks. In this sense, 
the first group is relatively more routine-intensive 
than the third group, which is relatively more inten- 
sive in nonroutine, manual, physical tasks. 

This classification is possible if occupation data 
are available at the ISCO 2-digit level. In some 
instances, the relevant data are available only at 
the ISCO 1-digit level (major groups). In this case, 
the first occupation category (occupations intensive 
in routine tasks) includes ISCO major groups 4, 
7, and 8; the second occupation category 
(occupations intensive in nonroutine, cognitive 
tasks) includes ISCO major groups 1, 2, and 3; and 
the third occupation category includes ISCO major 
groups 5, 6, and 9. 


a. A caveat involved in using O*NET data is the assumption that the task content of each occupation is the same across all 
countries and that it is the same as the content for each occupation in the United States, for which O*NET was specifically 
constructed. There is evidence that the tasks performed in a same occupation, for example, an office clerk, differ across countries 
(Dicarlo et al. 2016). See Occupation Classifications Crosswalks: From O*NET-SOC to ISCO (database), Institute for Structural 
Research, Warsaw, April 6, 2016, http://ibs.org.pl/en/resources/occupation-classifications-crosswalks-from-onet-soc-to-isco/; 
O*NET OnLine (database), Employment and Training Administration, U.S. Department of Labor, Washington, DC, https://www 


-onetonline.org/. 


b. The current version of the classification is ISCO 08, and most of the surveys undertaken after 2010 have used this classification 
instead of ISCO 88. The categorization here is based on ISCO 88; correspondence tables allow ISCO 08 occupations to be 


mapped onto this categorization. 


c. Results practically do not change if the nonroutine, cognitive, personal index is used. 


Occupations intensive in nonroutine manual tasks involve low-skilled work, for 
example, work as a nurse's aide or private security guard, that cannot easily be 
replicated by a machine. These jobs are among the lowest paid in modern 
economies.'!* By contrast, occupations intensive in nonroutine cognitive tasks 
require high-skilled professionals, such as scientists, engineers, or managers, 
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and are usually the highest paid in modern economies. In the literature on job 
polarization, the second and third categories are referred to, respectively, as lousy 
and lovely jobs (Goos and Manning 2007). 

Technological progress has sharply reduced the share of jobs involving routine 
tasks, usually middle-paid jobs, in Europe over the last two decades (figure 2.6). 
The share of routine-task-intensive occupations in total wage employment fell 
from an average of around 40 percent in 1995 (ranging from 23 percent in Albania 
to 50 percent in Italy) to around 33 percent in 2013 (ranging from 23 percent in 
Montenegro to 41 percent in the Czech Republic).'? The decline in the share of 
routine-task—-intensive occupations was as high as 11 percentage points in Southern 
Europe and as low as 2 percentage points in the Baltic States. 

By contrast, the employment share of nonroutine cognitive-task—intensive 
occupations, usually well-paying jobs, has risen substantially. The share of these 
occupations in employment grew from an average of 25 percent in 1995—though 
in countries such as Italy and Portugal, this share was below 20 percent—to 
32 percent in 2013; several countries, such as Luxembourg, Norway, and 
Switzerland, had shares above 40 percent. The increase in the share across 
regions ranged from 8.0 percentage points in Scandinavia and Southern Europe 
to 4.5 percentage points in Central Europe, and the employment share in 2013 
ranged from almost 38 percent in Northern Europe to around 26 percent in 
Southern Europe. 

Changes in the share of employment in occupations intensive in nonroutine, 
manual tasks, usually low-paying jobs, have varied across Europe. The employ- 
ment share of these occupations rose from 35 percent in 1995 to 38 percent in 
2013 in Southern Europe and from 31 percent to 32 percent in Western Europe. 
Thus, these subregions experienced a rise in both kinds of nonroutine tasks at the 
expense of routine tasks. The employment share of nonroutine, manual tasks 
remained stable at 33 percent in Central Europe and 37 percent in the Western 
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Source: World Bank calculations based on household surveys and labor force surveys. 
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FIGURE 2.7 

The share of employment, 
by occupational category, 
early 2000s to mid-2010s 


Balkans over this period, while this share fell from close to 38 percent to 35 percent 
in the Baltic States and from 35 percent to 34 percent in Northern Europe. 

Overall, these data illustrate significant shifts in occupational structure in 
Europe, as well as job polarization in some subregions. All European subregions 
experienced a fall in the employment share of routine-task—intensive occupations 
and arise in the share of nonroutine cognitive-task—intensive occupations. In coun- 
tries where nonroutine cognitive-task-intensive occupations are the only ones to 
enjoy a rise in demand, high-skilled workers already at the top of the distribution 
may experience a greater increase in wages relative to low-skilled workers. 
However, this tendency to greater inequality could be addressed by expanding 
the supply of high-skilled workers through education and training. However, in 
Southern and Western Europe, the employment share of both rose in the most 
highly paid occupations (involving nonroutine, cognitive tasks) and the least well- 
paid occupations (involving nonroutine, manual tasks). This job polarization can 
drive greater distributional tensions because many middle-paid workers who per- 
form routine tasks may be displaced to less well-paid jobs.'4 

The eastern part of Europe and Central Asia—the former Soviet Union econo- 
mies and Turkey—did not experience the job polarization seen in Western and 
Southern Europe. The employment share of nonroutine cognitive-task—intensive 
occupations fell by an average of 5 percentage points from the early 2000s to the 
mid-2010s, with declines in all countries on which there are consistent data, except 
Moldova and Turkey (figure 2.7).'° The expansion in wage employment at the 
expense of unpaid family work or self-employment may explain part of the decline 
in the share of nonroutine cognitive-task-intensive occupations. The employment 
share of routine-task-intensive occupations increased or remained stable in all coun- 
tries on which there are consistent data, except Moldova and Turkey. The employ- 
ment share of nonroutine manual-task-intensive occupations rose in all countries 
except Armenia and Moldova. The expansion of elementary occupations in a con- 
text of economic growth suggests there was considerable growth in the demand for 
low-skilled services. 
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Thus, changes in occupational structure have differed considerably across 
Europe and Central Asia. Some regions, particularly Western and Southern Europe, 
are undergoing a process of job polarization, while the economies of the former 
Soviet Union have seen a growth in nonroutine manual-task—intensive occupations 
and a fall in the share of highly skilled nonroutine cognitive-task—intensive occupa- 
tions. The impact of occupational change on the distribution of earnings also likely 
differs across the region. The next subsection analyzes this impact in seven coun- 
tries in Europe and Central Asia (Bussolo, Torre, and Winkler 2018).16 


Job Polarization and Earnings in Selected Countries 


This subsection reviews detailed information on trends in earnings in selected 
countries in the western and eastern parts of Europe and Central Asia. It examines 
earnings data on three countries in the west (Germany, Poland, and Spain) from 
the early 1990s to 2013. In the east, it investigates data on four countries (Georgia, 
Kyrgyz Republic, Russia, and Turkey) over a slightly shorter period. 

Job polarization in the three countries in the west was accompanied by a decline 
in earnings among low-wage workers relative to the earnings of high-wage workers. 
Most EU countries experienced strong growth in the years between the fall of the 
Berlin Wall and the global financial crisis. While income inequality did not change 
much overall (chapter 1), labor incomes became more unequal in several countries. 
From the early 1990s to 2013, the Gini index of labor income rose by about 8 points 
in Germany and Spain and by about 5 points in Poland. This increase in inequality 
mainly reflected slower earnings growth among low-wage workers; the earnings of 
workers in the two bottom deciles of the wage distribution rose at least 10 percent- 
age points less than the earnings of workers at the median of the distribution and 
more than 30 percentage points less than the earnings of workers at the top. In the 
United States, job polarization was accompanied by wage polarization, that is, 
growth in wages at the two extremes of the earnings distribution. In the EU, how- 
ever, the polarization in occupations did not translate into a greater rise in the wages 
of low-paid workers relative to workers at the median; rather, the distribution of 
wages became more regressive in general (figure 2.8, panels a, c, and e). 

The deterioration in earnings inequality in Europe was partly driven by job 
polarization. In Germany, Poland, and Spain, occupational changes played a big 
role in accounting for the relative wage decline among low-paid workers 
(see figure 2.8, panels b, d, and f). This analysis separates changes in the overall 
distribution of wages (figure 2.8, panels a, c, and e) into changes deriving from 
occupational shifts and changes deriving from other factors (figure 2.8, panels b, 
d, and f), for example the entry of new workers with better skills or shifts in demand 
that increase the wages for some skill occupations (box 2.3). In these three coun- 
tries, declining relative demand for occupations intensive in routine tasks dis- 
placed many workers who could not compete for high-skill jobs. These workers 
were forced to compete for jobs at the bottom of the wage distribution, resulting 
in a relative reduction in wages and an expansion in employment in jobs intensive 
in nonroutine manual skills (the least well-paid workers). Simulation results show 
that moving from a routine-task—intensive job to a job intensive in nonroutine 
manual tasks—the usual transition for the relatively low skilled employed in routine 
intensive occupations—implied a reduction of almost 30 percentage points in 
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FIGURE 2.8 Changes in wages, Germany, Poland, and Spain, 1990s to 2013 


a. Germany 
Change in wages, 1994-2013 


0.25 5 
0.20 5 
0.15 
0.10 4 
0.05 + 
On 
—0.05 + 
—0.10 4 
-0.15 4 
—0.20 








Log change in wages with respect to median 


ee [eT | | | 
5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 


Quantiles of wage distribution 


c. Poland 
Change in wages, 1992-2013 


=) i) 
=e 


MS 











Log change in wages with respect to median 


5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 


Quantiles of wage distribution 


e. Spain 
Change in wages, 1990-2013 
045 











Log change in wages with respect to median 


5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 


Quantiles of wage distribution 


Source: Bussolo, Torre, and Winkler 2018. 


Log change in wages with respect to median Log change in wages with respect to median 


Log change in wages with respect to median 


b. Germany 
Decomposition of change in wages, 1994-2013 


0.25 
0.20 + 
0.15 5 
0.10 5 
0.05 + 
a! 
Sul) = 
-0.10 5 
-0.15 + 
-0.20 








5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 


Quantiles of wage distribution 


d. Poland 


Decomposition of change in wages, 1992-2013 
0.3 5 


025] 











5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 


Quantiles of wage distribution 


f. Spain 
Decomposition of change in wages, 1990-2013 











5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 


Quantiles of wage distribution 


i Occupational structure component —— Total change 
© Returns and characteristics 


Are Distributional Tensions Brewing in Europe and Central Asia? 


45 





BOX 2.3 Decomposing the Change in Wages: The Role 


of Occupational Change 


Analysis of the factors explaining changes in wages 
requires, initially, establishing the possible drivers. 
In this sense, characteristics such as educational 
attainment, age, sector, or task-specific skills can 
be thought of as assets that workers accumulate 
and for which they receive returns on the labor 
market. The simultaneous accumulation of these 
assets and changes in the associated returns affect 
trends in the distribution of earnings. Moreover, 
the returns to these assets can be thought of as 
specific to each job. Returns to education, for 
instance, need not be the same across occupa- 
tions. But occupations are not distributed randomly 
within the population. Individuals with a certain set 
of characteristics may be more likely to be found in 
certain occupations. This is a representation of the 
occupational structure and is the result of the inter- 
action of both labor demand and the supply of 
skills. Bussolo, Torre, and Winkler (2018) carry out a 
decomposition of changes in wages in seven coun- 
tries of Europe and Central Asia over 20 years 
within such a framework and provide estimates of 
the extent to which changes in the characteristics 
of individuals, changes in the returns to these char- 
acteristics, and changes in the occupational struc- 
ture account for trends in earnings. 

A standard method for decomposing changes in 
wages between two periods (for instance, 1993 and 
2013) is the Oaxaca-Blinder method, which decom- 
poses the change between two earnings distribu- 
tions by analyzing the changes in the means of the 
relevant factors, such as individual characteristics, 
returns to characteristics, and occupational structure. 
Bussolo, Torre, and Winkler (2018) perform a 
decomposition inspired by Bourguignon and Ferreira 
(2005) and Inchauste et al. (2014) that generalizes the 
Oaxaca-Blinder methodology to changes in 
the whole earnings distribution, rather than only the 
means. This decomposition is carried out with the 
use of counterfactual simulations in which the earn- 
ings distribution in the final year is simulated by 
retaining, alternatively, the characteristics of individu- 
als, the returns to these characteristics, and the set of 


parameters defining the occupational structure of the 
earnings distribution in the initial year. Thus, the 
decomposition relies on simulating the earnings dis- 
tribution in 2013 as if the occupational structure 
parameters—for instance, the probability of an indi- 
vidual with tertiary educational attainment to be in a 
nonroutine cognitive-task—intensive occupation—had 
been the same as those in 1993. The change 
between the actual earnings distribution and the sim- 
ulated earnings distribution is explained in this case 
by the change in the parameters of the occupational 
structure. A similar exercise is carried out with the 
characteristics of individuals and the respective 
returns. A residual component is needed because the 
counterfactual simulation can only be carried out on 
observed characteristics and cannot account for 
changes in unobservable variables. 

Figures 2.8 and 2.9 in the text show the results of 
the decomposition of the changes in wages. In blue 
is indicated the occupational structure component, 
that is, the part of the change in wages that can be 
accounted for by changes in the occupational struc- 
ture. The remaining two components—the change 
accounted for by variations in the characteristics of 
individuals, such as educational attainment, and 
their returns—is shown, added up, in green. The 
orange line indicates the actual changes observed 
between the initial year of the analysis and the last 
year of the analysis. For presentational purposes the 
residual component, which would account for the 
remaining difference between the actual change 
and the explained components, is not depicted. 

The results indicate that, in Germany, Poland, 
and Spain, changes in the parameters defining the 
occupational structure were particularly damaging 
for the earnings of those at the bottom of the wage 
distribution. For instance, the probability of house- 
hold heads with only secondary educational 
attainment to working in nonroutine manual-task— 
intensive jobs—typically the lowest paid in the 
economy—rose by 12 percentage points in Spain, 
while, among household spouses with similar edu- 
cational profiles, it increased by 19 percentage 
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BOX 2.3 Decomposing the Change in Wages: The Role 
of Occupational Change (continued) 


points in Germany and 14 percentage points in 
Poland. Individuals with secondary education are 
found more often in low-paid occupations now 
than before, explaining part of the relative decline 
in wages at the bottom of the distribution. 

The results of the decomposition for Georgia, 
the Kyrgyz Republic, the Russian Federation, and 


Turkey show that the occupational structure com- 
ponent accounts for a small part of the change in 
wages. The relative improvement in wages at the 
bottom of the distribution in these countries is 
explained more by the changes observed in the 
characteristics of individuals and in the associated 
returns. 


labor market earnings. Conversely, the transition to a job intensive in nonroutine 
cognitive tasks implied an increase of around 25 percentage points. Thus, many 
formerly middle-paid workers experienced a significant cut in earnings. 

By contrast, earnings inequality fell in the former Soviet Union economies 
because the employment share and relative earnings of high-skilled workers 
declined. The employment share of occupations intensive in nonroutine cogni- 
tive skills fell (see above). This was accompanied by a drop in the earnings of 
high-skilled workers, who are typically the most well-paid workers, relative to 
the earnings of other workers. For example, in Georgia and the Kyrgyz Republic 
from the early 2000s to the mid-2010s, the top two deciles of the distribution 
of earnings experienced earnings growth about 20 to 40 percentage points 
lower than the median (figure 2.9). In Russia, the labor market incomes of high 
earners rose by about 50 percentage points less than the corresponding 
incomes of the median between 1994 and 2014. Most of the relative loss in 
earnings at the top of the wage distribution in the east can be explained by a 
reduction in the returns to education (Bussolo, Torre, and Winkler 2018). In 
contrast, low earners experienced earnings growth significantly above the 
median. These changes resulted in a strong decrease in the inequality of labor 
income in Georgia (from a Gini coefficient of 0.48 in 2002 to 0.45 in 2015), 
Russia (from a coefficient of 0.55 in 1994 to 0.39 in 2014) and Turkey (from a 
Gini coefficient of 0.42 in 2002 to 0.36 in 2013). In the Kyrgyz Republic, the Gini 
coefficient of the labor market remained at around 0.44. 

Thus, economies of the former Soviet Union avoided the deterioration in wage 
inequality experienced in Western Europe. In Europe, the demand for low-skill 
workers could not keep up with the increase in supply caused by the influx of dis- 
placed routine workers, leading to rising inequality, while in the former Soviet 
Union countries, the demand for high-skill workers was not as strong as the grow- 
ing supply of skilled workers, resulting in falling inequality. While the absence of 
job polarization in the east and falling inequality may have helped avoid the kinds 
of distributional tensions experienced in the west, it may also indicate a lack of 
economic dynamism. Policy distortions in the east may mean that highly educated 
workers are not paid wages commensurate with their productivity (box 2.4). 
Moreover, the absence of job polarization in a subregion subject to the same 
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FIGURE 2.9 Wage changes, Georgia, Kyrgyz Republic, Russian Federation, and Turkey, 1990s to 2010s 


Log change in wages with 
respect to median 


Log change in wages with 
respect to median respect to median 


Log change in wages with 


Log change in wages with 
respect to median 


a. Georgia 
Change in wages, 2002-2015 


0.3 = 
0.2 5 
0.15 
a 

eS 
Ee 











oe ee ee ee eee i 
15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 


Quantiles of wage distribution 


T T l 
5 10 90 95 


c. Kyrgyz Republic 
Change in wages, 2004-2014 











lm) 
15 20 


Tne ip! pe epee oes ee |p ce gp 
30 35 40 45 50 55 60 65 70 75 80 85 


Quantiles of wage distribution 


T T T 
5. 0 25 90 95 


e. Russian Federation 
Change in wages, 1994-2014 











3 >a ooo 
5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 
Quantiles of wage distribution 
g. Turkey 
Change in wages, 2002-2013 

04 — 
02:5 
0.2 
01 = 
0H 
0.1 4 








WS aa 
5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 


Quantiles of wage distribution 


Source: Bussolo, Torre, and Winkler 2018. 


Log change in wages with Log change in wages with Log change in wages with 


Log change in wages with 


respect to median 


espect to median 


respect to median 


respect to median 

















b. Georgia 
T Decomposition of change in wages, 2002-2015 
0.2 4 
0.1 -= 
0 z 
-0.1 4 
0.2 4 
ss eT fe [i (eg sec 
5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 
Quantiles of wage distribution 
d. Kyrgyz Republic 
Decomposition of change in wages, 2004-2014 
0.2 
0.1 
0 
-0.1 
-0.2 
—0.3 
0.4 T 1 
5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 
Quantiles of wage distribution 
f. Russian Federation 
ae Decomposition of change in wages, 1994-2014 








l 
5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 


Quantiles of wage distribution 


h. Turkey 
Decomposition of change in wages, 2002-2013 





5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 
Quantiles of wage distribution 


i Occupational structure component —— Total change 
© Returns and characteristics 


48 


Toward a New Social Contract 





BOX 2.4 Teachers and Drivers: Low Wages in High-Skill Occupations 
in the Former Soviet Union Economies 


One of the characteristics of the wage structure in 
former Soviet Union economies is that the occupa- 
tions of high-skill workers do not necessarily pay 
high wages. Consider, for example, teaching pro- 
fessionals (ISCO category 23), a job which typically 
requires at least a high school degree and is inten- 
sive in nonroutine cognitive tasks, versus drivers 
and mobile plant operators, International Standard 
Classification of Occupations (ISCO) category 83, 
jobs that usually do not require any formal school- 
ing qualification and are intensive in nonroutine 
manual tasks. Figure B2.4.1 presents the distribu- 
tion of these occupations within the overall wage 
distribution in three countries—Georgia, Germany, 
and the Kyrgyz Republic—in the mid-1990s to 
early 2000s. In Germany, the expected pattern is 
found. Teachers typically earn wages in the upper 


deciles of the wage distribution, while drivers typi- 
cally earn wages in the middle deciles. The pattern 
in Georgia and the Kyrgyz Republic is the oppo- 
site: teaching professionals are found in the mid- 
dle to the bottom of the wage distribution, and 
drivers are mostly found from the middle to the 
top of the distribution. The prevalence of low 
wages among teachers may have resulted in an 
incentive for workers in these occupations to move 
to jobs where, even if overqualified, such as driv- 
ing jobs, they can earn higher wages. Indeed, the 
distributions of teaching professionals and drivers 
in the most recent year (not shown) have moved to 
the right and the left, respectively, suggesting that 
shifts out of nonroutine cognitive-task—intensive 
occupations and into other occupations may have 
reduced this counterintuitive wage difference. 


FIGURE B2.4.1 Distribution of teaching professionals, drivers, and mobile 


plant operators, initial year 


a. Germany, 1994 
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BOX 2.4 Teachers and Drivers: Low Wages in High-Skill Occupations 
in the former Soviet Union Economies (continued) 


FIGURE B2.4.1 Distribution of teaching professionals, drivers, and mobile 
plant operators, initial year (continued) 


b. Georgia, 2002 
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Source: Bussolo, Torre, and Winkler (2018). 

Note: The figure plots the relative distribution of teaching professionals (ISCO code 23) and drivers 
and mobile plant operators, International Standard Classification of Occupations (ISCO) category 83 
on the overall earnings distribution in the initial year of the analysis. All curves are smoothed by a 


locally weighted regression. All values include the self-employed. Similar patterns are observed if the 
self-employed are excluded. 
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technological and globalization forces as the west may suggest a static labor mar- 
ket in which innovation and technological change are weak, and the process of 
creative destruction—whereby some occupations shrink and others expand—is 
muted. 

Economic insecurity increases in times of intense occupational change. 
Because there are returns to specialization in any employment activity, chang- 
ing occupations can represent a short-term and potentially also a long-term 
decrease in productivity and earnings for any given individual. Even if, from the 
perspective of society, occupational change represents dynamism and growth, 
a high turnover in occupations can be a source of economic distress from an 
individual's point of view. Moreover, the fact that the distribution of the winners 
and losers of occupational change can be highly polarized adds a distributional 
dimension to the inherent tension emerging from the shift in jobs by 
individuals. 


An Increasing Generational Divide, and the Young Are 
Losing Ground 


The economic transformations in Europe and Central Asia in 1990-2010 had 
differing effects across generations. The changes impaired the economic 
prospects of youth relative to the changes experienced by older generations 
at the same age. Until early adulthood, the economic welfare of an individual 
is largely the same as that of the individual's immediate family. Among peo- 
ple aged 16-30, however, the surrounding society becomes a more influen- 
tial factor, and the experiences of individuals during this formative period 
may shape the fortunes and attitudes of these individuals for a lifetime 
(Chauvel and Schröder 2014). As the economic environment changes, differ- 
ent birth cohorts will have different experiences, and the cohort to which an 
individual belongs becomes an important determinant of the individual's 
welfare. 

This generational divide may be masked in analyses of vertical inequality. For 
instance, inequality may be increasing between generations, but inequality 
within each generation may be declining. Thus, measures of aggregate inequal- 
ity may not change, while tensions between or within generations rise. Also, 
young generations tend to be smaller in number than older ones in the aging 
countries of Europe and Central Asia and account for an even smaller share of 
total income (because earnings are typically lower at the beginning of one’s 
career). Thus, a decline in the earnings of young generations may not have a 
large impact on aggregate income distribution, while it may become an impor- 
tant source of distributional tension. 

Five stylized facts point to the difficulties facing younger workers and thus rais- 
ing distributional tensions between generations, as follows: 


e Nonstandard employment (part-time, temporary, and agency work) is becom- 
ing more common in the region, and younger cohorts are engaged in these 
types of employment more intensively relative to older cohorts. 


Are Distributional Tensions Brewing in Europe and Central Asia? 


51 





e Job tenure has decreased among young workers. 

e The declining fortunes of the young are associated with their labor market 
earnings: college graduates have seen the growth of their wages decrease 
substantially. 

e The position of the young relative to the middle aged and, particularly, the 
elderly has been deteriorating in Southern and Western Europe during the last 
decades, while, in Central and Northern Europe, former Soviet Union 
economies, and Turkey, the situation has been relatively stable. 

e In those regions where the income levels of younger generations have declined 
compared with that of older generations, inequality among the young has also 
widened. 


New Types of Jobs for Younger Workers 


Nonstandard employment is becoming more common in the region, and, 
together with shorter tenures, may partly explain the narrowing wage pros- 
pects and the greater within-cohort inequality among younger generations. 
Traditionally, security and stability in labor markets have been achieved through 
formal employment involving permanent contracts of indefinite duration. This 
is the benchmark against which workers in postwar societies in Europe and 
Central Asia have typically measured themselves. In recent decades, however, 
new forms of employment have become more common, partly because of 
changes in labor policies that have diversified the type of contracts available 
(chapter 3). This nonstandard employment includes part-time and temporary 
employment.'” The share of nonstandard employment in total employment 
rose steadily and substantially in Central, Southern, and Western Europe, 
while in Northern Europe, the share remained relatively stable, but at a high 
level (more than 30 percent) (figure 2.10). In Southern Europe, the share shot 
up from 8 percent in the early 1980s to 29 percent in the early 2010s, and in 
Western Europe from around 18 percent to close to 34 percent in the same 
period. In Central Europe, where data are available only from the late 1990s, 
the increase was from 10 percent in 1997 to almost 21 percent in 2013. In the 
Baltic States, the share of nonstandard employment hovered between 10 per- 
cent and 12 percent during the same period. 

Data on the economies of the former Soviet Union and Turkey cover a more 
limited time span and show mixed trends. Albania, Armenia, and Georgia have 
experienced declines in the share of nonstandard employment in total employ- 
ment, while in the Kyrgyz Republic, Moldova, and Turkey, the share has increased. 
In terms of composition, in many countries, such as Croatia, Hungary, Poland, 
Portugal, and Slovenia, the overall expansion in nonstandard employment was 
driven by the growing share of (full-time) temporary employment (figure 2.11). In 
several other countries, such as Austria, Ireland, and the Netherlands, the rise in 
permanent part-time employment was the bigger contributor. Yet, in others, 
such as Denmark, Sweden, and the United Kingdom, no significant change in the 
share of nonstandard employment was observed, but the composition of this 
employment changed, including a shift from permanent part-time to temporary 
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FIGURE 2.10 

Nonstandard employment 
(NSE) has expanded in most 
of Europe and Central Asia 
Nonstandard employment as 
percent of total employment 
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employment in Sweden and a reverse shift in Denmark and, to a lesser degree, 
the United Kingdom. The education and task profile of workers in nonstandard 
employment also changed (box 2.5). 

Younger workers are more engaged in nonstandard employment. Various 
groups may exhibit variations in their willingness to engage in temporary or part- 
time employment, and employers may vary in their willingness to hire certain groups 
of workers under such conditions. In the subregions with the largest rise in the share 
of nonstandard employment, Southern and Western Europe, a greater share of 
younger age-groups tend to take on nonstandard employment, and the expansion 
in the share of nonstandard employment was greater among the young (figure 2.12). 
In Southern Europe, the share of nonstandard employment among the 20-24 age- 
group rose from 15 percent in the early 1980s to well above 60 percent in 2013. In 
Western Europe, the share of nonstandard employment in the same age-group 
increased from around 15 percent to more than 40 percent in the same period, 
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FIGURE 2.11 The composition of nonstandard employment differs in countries and regions 
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BOX 2.5 The Changing Education and Task Profile of Nonstandard 


Employment 


Workers in nonstandard employment are more well 
educated today than in the 1990s (figure B2.5.1). 
However, this is not unique to nonstandard 
employment and reflects the more widespread 
access to education in all countries in the west. The 
spread of education access in Southern Europe 
appears to have been more pronounced relative to 
nonstandard employment. Coupled with the differ- 
ence in the education profile of workers in nonstan- 
dard employment versus workers in standard 
employment, this shift widened the divide, sustain- 
ing, even deepening, the vulnerability of workers 
involved in nonstandard employment. 

The jobs of workers in nonstandard employment 
increasingly involve tasks that require more complex 
skills, mimicking the broader trend in employment. In 
most of the European Union, the trend is toward occu- 
pations more intensive in nonroutine cognitive tasks, 
while in the former Soviet Union economies, the pat- 
tern of occupational change has been more 


heterogeneous. Overall, the task content of nonstan- 
dard jobs seems to follow a similar pattern, though 
with notable exceptions. In Europe, standard employ- 
ment has become more intensive in all nonroutine 
cognitive tasks, such as analyzing information or think- 
ing creatively, while in nonstandard employment, this 
has been observed only among jobs requiring inter- 
personal relationships, such as supervising subordi- 
nates or interacting with customers; in many countries, 
it has not been observed among nonstandard jobs 
involving analytical tasks (figure B2.5.2). The broader 
decline in manual tasks in standard employment has 
also been observed in nonstandard employment.? 
These parallel trends between the task content in non- 
routine cognitive and manual tasks are also found in 
the economies of the former Soviet Union, although 
the changes are smaller in magnitude relative to those 
elsewhere in Europe (Apella and Zunino 2018). There 
is a clear divergence with respect to routine cognitive 
tasks—those involving a need for precision in a 
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BOX 2.5 The Changing Education and Task Profile of Nonstandard 


Employment (continued) 


structured work environment—in Europe. While there 
has been a consistent decline in these tasks among 
standard employees, there have been increases in 
nonstandard employment, particularly in some coun- 
tries in Central and Eastern Europe. The expansion 
identified by Keister and Lewandowski (2016) in 


routine cognitive-task intensity in overall employment 
in many of these countries is explained mostly by the 
spread of nonstandard employment. Thus, tasks that 
appear to be disappearing in Southern Europe are 
becoming more highly concentrated in more flexible 
forms of employment, particularly in certain countries. 


FIGURE B2.5.1 Changes in the education profile of workers, by 


employment type 


a. Standard employment (SE) workers: education profile change (1995-2015) 














a 40 = 
¥ 
5 30 5 
5 20 4 
oS 
2 10 4 
u l hih 
N 
= | = - - =e. -r *- 
25 rryvuy t 
BE -10 4 
5 -20 4 
5 304 
e 
C TUREN TTE E E ieee 
PF FoF wh Sak DG Ho? KP CF FFG 9"? OY 
wae & eee Te FSF FS &. ES Oe LY wor 
N 
Vy | Ss 
Western Europe Southern Europe Central Europe Northern Europe 
BB Low-skilled M Medium-skilled Ml High-skilled 
40 b. Nonstandard employment (NSE) workers: education profile change (1995-2015) 
£ 30 
E 
= 20 
5 
es 10 
© > 
= J A J 
c= 0 ——— — =_5- p ; 
E F i l E 
25 = O 
£ 
o 
= -20 
8 
& -30 
ic es Fe gr Fee ees aera ee rl al La aa 
PF FF WF Sak DGH Go? HP OS FFP VW CK 
wes & we Fa FH HH KPa FL Fe" 
NO 
a ss 


Western Europe 


Southern Europe 





Central Europe Northern Europe 


BB low-skilled  Medium-skilled Ml High-skilled 


Source: Calculations based on data of EU-LFS (European Union Labour Force Survey) (database), 
Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/statistics-explained/index 


-php/EU_labour_force_survey_%E2%80%93_data_: 


and_publication. 


(Continued) 


Are Distributional Tensions Brewing in Europe and Central Asia? 55 





BOX 2.5, The Changing Education and Task Profile of Nonstandard 
Employment (continued) 


FIGURE B2.5.2 Changes in task content, by employment type 
Similar trends in nonroutine cognitive analytical and manual tasks; diverging 
trends in routine cognitive and nonroutine cognitive interpersonal tasks 
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BOX 


The Changing Education and Task Profile of Nonstandard 


Employment (continued) 


FIGURE B2.5.2 Changes in task content, by employment type (continued) 


Normalized task intensity index 


Normalized task intensity index 


c. Change in routine, manual task intensity, mid-1990s to 2015 


0.4 ~ 
03 5 
025 
or 


gee rl 











04 
Oona 
0.6 5 
i | ie a ee lee eee 
§ EPSPS SEAS DUS LIE ELSE ELE LSE 
Xs SES WKS KES $ S § FSF KFS 
Wes xe xs ws LOW YS Qs L OS yy & NS Po 
SRS SS S $ 
se S se 
Western Europe Southern ree Central Europe Northern Europe 
E Standard employment (SE) I Nonstandard employment (NSE) 
d. Change in routine, manual physical task intensity, mid-1990s to 2015 
BE 
02-7 


0.154 


-04- 
-05- 


“eget 





06 vor T ee ee | T D] 

ò MENR E CEIR @ OG © OH 

o_o LP FL PSF FOS FF SF FFF FV S 

SKF OSes SPF SF PF HM PP _ GN PrF_ 

HBP? SLE PAS DM FPF GQ E SHe SG FL Ves 
SO S & 





KS ee | of 


Western Europe Southern Europe Central Europe 


IB Standard employment (SE) | Nonstandard employment (NSE) 


Northern Europe 


(Continued) 


Are Distributional Tensions Brewing in Europe and Central Asia? 





BOX 2.5 The Changing Education and Task Profile of Nonstandard 
Employment (continued) 


FIGURE B2.5.2 Changes in task content, by employment type (continued) 


e. Change in routine, cognitive task intensity, mid-1990s to 2015 
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Source: Calculations based on data of EU-LFS (European Union Labour Force Survey) (database), 
Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/statistics-explained/index 
-php/EU_labour_force_survey_%E2%80%93_data_and_publication. 

a. A notable outlier is Hungary, where intensity in manual tasks, both routine and nonroutine, has risen 
considerably in nonstandard employment. This derives from a surge in the share of nonstandard 
employment among agricultural laborers and garbage collectors, which represented 27 percent of 
nonstandard employment in Hungary in 2015, while the same occupations constituted only 1 percent 
in 1997. 





while the share of the remaining age-groups expanded from close to 20 percent to 
around 30 percent. A similar pattern is observed in Central and Northern Europe 
(figure 2.13). In the latter, while the overall share of nonstandard employment did 
not change, the share of nonstandard employment rose by around 20 percentage 
points among the 20-24 age-group. In Central Europe, younger workers always 
show a greater share of nonstandard employment relative to older individuals, while 
the rise in the share of nonstandard employment was greatest among the young. 
The significant increases in nonstandard employment among the young were 
largely driven by a rise in temporary employment in Croatia, Hungary, Italy, Poland, 
Portugal, and Slovenia and, to a lesser degree, in France and Sweden. Part-time 
employment also grew substantially as a share of youth employment (from 
15 percent to 25 percent), including involuntary part-time employment.'® 
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FIGURE 2.12 Rising nonstandard employment (NSE), Southern and Western Europe 
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Source: World Bank calculations based on data of labor force surveys. 


Note: Each line depicts the smoothed (locally weighted regression) average of the prevalence of nonstandard employment (temporary and part- 
time employment) by age-group. 


FIGURE 2.13 Rising nonstandard employment (NSE), Central and Northern Europe 
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Note: Each line depicts the smoothed (locally weighted regression) average of the prevalence of nonstandard employment (temporary and part- 
time employment) by age-group. 
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Shorter Job Tenure among Younger Workers 


One consequence of the greater prevalence of temporary contracts—one form of 
nonstandard employment—may be an increase in employee turnover and, thus, 
a reduction in average job tenure. Some studies argue that employment regula- 
tions that impose high costs for firing workers lower the incentives to either hire or 
fire workers so that job tenure becomes longer (Hopenhayn and Rogerson 1993; 
Lazear 1990). Employment protection legislation is strongly linked to cross-country 
differences in tenure levels (Eurofound 2015). Auer and Cazes (2000) find 
that differences in job tenure in Europe, Japan, and the United States derive from 
differences in labor market institutions and the labor market behavior of workers. 
Analyzing employer-employee data in Germany, Boockmann and Steffes (2010) 
find that labor market institutions (mainly work councils) play a pronounced role in 
reducing mobility and thus prolonging tenure. Because the shift from permanent 
to temporary contracts reflects an easing of labor market protections for workers 
and involves reduced costs in shedding workers, it might be expected that this 
shift was accompanied by a reduction in job tenure. 

At first glance, however, job tenure seems to have expanded in Europe 
(figure 2.14). In most subregions in 1992-2013, the average job tenure was 
stable at close to 10.0 years. In the Baltic States, it was close to 7.5 years. The 
average job tenure rose by almost one year in Southern Europe, the region with 
the highest average job tenure, more than 12 years in 2013. However, job tenure 
tends to rise with the unemployment rate; so the rise in Southern Europe, the 
region affected the most by the 2008-09 financial crisis, is not surprising. 
Moreover, countries in that region have a high share of long tenured workers, 
who are generally more difficult to fire during recessions (Abraham and Medoff 
1984; Jovanovic 1979). 


Average job tenure, by region 
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Note: Each line depicts the smoothed (locally weighted regression) average of the prevalence of 
nonstandard employment (temporary and part-time employment) by region. 


FIGURE 2.14 

Average job tenure has been 
mostly stable in Europe and 
Central Asia 
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The picture of overall stability in tenure across Europe may hide diverse trends 
among older and younger workers. The impact of recent transformations—rapid 
technological change and the easing of labor market protections—may have dif- 
ferent effects on job tenure across age-groups. Older workers tend to have longer 
job tenure relative to younger workers because older workers are often endowed 
with more specific human capital, and employers are thus less likely to fire them. 
However, older workers tend to have completed fewer years of education, and the 
more well-educated (younger) workers are likely to represent the lower costs or 
greater benefits associated with specific skills. Likewise, technological change may 
increase the need for retraining and thus drive greater demand for younger skilled 
workers, who are also further from retirement and thus more suitable for retraining 
(Rodriguez and Zavodny 2003). In countries with strict labor market regulations, 
allowing more temporary contracts may induce greater competition between 
those for whom short-term contracts are usually tailored, young people and the 
pool of the unemployed (Boeri 1999). Greater competition should raise turnover 
and reduce average tenure among these groups. 

Job tenure has decreased among younger workers in Europe. Among the 
25-29 age-group, the average job tenure has declined in all regions (figure 2.15). 
In Southern Europe, for instance, job tenure fell from 4.2 years in 1993 to 3.6 years 
in 2013, while, in Western Europe, it narrowed from 4.4 years to 3.5 years, decreases 
of 15 percent and 20 percent, respectively. The reduction was smaller among older 
age-groups: around 10 percent (1.5 years) for the 45-49 age-group in the same 
regions and between 7 percent and no change among the 60-64 age-group. The 
decline in job tenure among younger generations is evident even after one con- 
trols for cyclical and composition effects (Bussolo, Capelle, and Winkler 2018). 


FIGURE 2.15 Tenure is decreasing among the young, but less among the middle and older age-groups 
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The stability of overall average job tenure results from a change in the composition 
of the labor force. While job tenure has fallen among younger individuals, older 
individuals with, on average, long job tenures have considerably boosted their 
labor force participation rate. In this sense, the trends in average tenure seem to 
be more in line with the predictions of Boeri (1999) in terms of changes in employ- 
ment regulation rather than those of Rodriguez and Zavodny (2003) with respect 
to technological change. The evidence that younger generations are facing shorter 
job tenures is in line with the findings of Eurofound (2015), which show that the 
trend is associated with the weakening of employment protection provided by law 
and by trade unions. Given the weak individual bargaining power of young work- 
ers, the trend toward the interpersonal employment relationship may affect them 
disproportionately. O'Higgins (2010) argues that the increased flexibility of employ- 
ment protection in transition economies in Europe and Central Asia has particularly 
affected the job stability of young people, among whom average tenure has fallen 
to the levels in Western European countries (figure 2.15). 


The Young Are Faring Worse than Older Generations 


In modern societies, children are expected to achieve, over the course of their 
lifetimes, a better living standard than their parents (Chetty et al. 2016). This is 
typically what happens in a growing economy because the average productivity of 
the young workers entering the labor force exceeds that of older workers when 
they entered the labor force. Thus, even though the greater experience of older 
workers means that their productivity and earnings will exceed that of younger 
workers at any given time, as the young workers age they will catch up and eventu- 
ally surpass the older generation. However, a slowdown in growth may interrupt 
this process and reduce the difference in earnings between younger and older 
generations. 

The recent slowdown in growth—not entirely caused by the global financial 
crisis—affected the income prospects of younger generations disproportionately. 
In Northern and Western Europe, the income growth rate among older household 
heads—tied to previous trends in income given the contributive nature of most 
pension systems—has been constant throughout the last two decades, while the 
income growth rate among younger household heads has declined. The income 
of middle-aged household heads—the 45-54 age-group—in these two regions 
showed a pattern similar to that of older household heads, suggesting that the 
slowdown in growth particularly affected the young (figure 2.16). In Southern 
Europe, moreover, the income of younger household heads has declined, 
while that of older household heads continued to grow. Thus, the youngest 
generations—today’s 25-34 age-group—have experienced much slower income 
growth relative to older household heads across the EU15.17 

Contrasting with the western, more developed countries of the region, in 
Central Europe, the Baltic States, Russia, and Turkey households incomes for all 
age groups have increased in the past decade (figure 2.17). Only in Turkey does 
the income of older heads of household show a slower growth rate, providing an 
explanation for the steady decline in the ratio of the average incomes of the older 
group to the younger group. The incomes of the 25-34 and 45-54 age-groups is 
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FIGURE 2.16 Household income, by age of household head, Western, Northern, and Southern Europe 
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Sources: Based on data of ECHP (European Community Household Panel) (database), Eurostat, European Commission, Luxembourg, http://ec.europa 
.eu/eurostat/web/microdata/european-community-household-panel; EU-SILC (European Union Statistics on Income and Living Conditions) (database), 
Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/web/microdata/european-union-statistics-on-income-and-living-conditions. 
Note: PPP = purchasing power parity. 


FIGURE 2.17 Household income, by age of household head, Central Europe, Baltic States, Russian 
Federation, and Turkey 
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similar in all transition countries, while, in Turkey and the rest of Europe, the middle 
age-group enjoys significantly higher incomes. This suggests that the wage returns 
to experience is relatively low in transition economies. 

The earnings prospects of young generations in Southern and Western Europe 
appear to be deteriorating. The flat profile of the earnings of workers with only a 
high school diploma suggests these individuals are receiving low returns to experi- 
ence (figures 2.18 and 2.19, panel a).2° Moreover, average earnings did not 
improve among successive cohorts. The impact of the 2008-09 financial crisis may 


FIGURE 2.18 
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Note: Each line depicts the smoothed (locally weighted regression) average labor market earnings 
from age 30 to age 34 of each birth cohort. PPP = purchasing power parity. 


FIGURE 2.19 
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FIGURE 2.20 

Average annual earnings, 
30-34 age-group, Central 
Europe, 2004-14 


be partly responsible for this lack of growth. However, the wage profile is similar 
even among cohorts that were 30-34 years old before the crisis, suggesting that 
low earnings prospects are a structural characteristic of the labor market among 
individuals with only a high school diploma. The wages of college graduates from 
older generations did rise substantially (the slope of the wage profile in figures 2.18 
and 2.19 is steep), but the youngest cohorts that entered their prime earnings 
years during or after the financial crisis, experienced a considerably lower increase 
in wages. In Southern Europe, the youngest generations have a practically flat 
wage profile, similar to that of workers with only a high school diploma. The flat- 
tening of the wage profile among young college graduates may reflect either a 
decline in returns to experience or greater job turnover. More frequent shifts in and 
out of jobs or even between jobs reduce the average wage, especially among 
younger generations. Indeed, there is some evidence to support the second 
hypothesis: there has been a decline in the average job tenure of younger genera- 
tions relative to older generations in Europe (see above). 

Trends in wages across generations have been more varied in Central and 
Northern Europe (figures 2.20 and 2.21). The average income of workers with 
only a high school diploma has increased across successive cohorts. Among 
college graduates, the flattening of the wage profile is evident in Central 
Europe, albeit with a smaller magnitude than in Southern and Western Europe. 
In Northern Europe, cohorts entering the prime earnings period during the 
crisis (cohorts born in 1978 and 1979, for instance) faced only limited earnings 
growth thereafter, but this pattern is reversed among later generations, who 
enjoyed income increases similar to those of generations born in the 
early 1970s. 
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Increased Inequality Among the Young 


Weak income growth among younger generations in Southern and Western 
Europe has been accompanied by widening inequality. While income inequal- 
ity across a given generation tends to rise over time, younger generations in 
Southern and Western Europe are facing higher income inequality at every 
point of the life cycle relative to older generations.2! For example, Bussolo, 
Jappelli, Nisticd, and Torre (2018) find that income inequality among Italians 
born in the 1930s was similar to that of a relatively equal country, such as Japan 
(Gini coefficient of approximately 0.31) (figure 2.22).22 By contrast, income 
inequality among Italians born in the 1980s was similar to a highly unequal 
country such as Chile (Gini coefficient of approximately 0.48). The equivalent 
intergenerational rise in the Gini coefficient was much smaller in Germany 
(4 points) and in France (1 point). The intergenerational rise in inequality is even 
higher if the analysis is restricted to labor income rather than total income.?3 
So, successive generations are experiencing an increase in inequality that 
exceeds the amount expected as generations age. 


Persistent Spatial Disparities across the Region 


As technological change, agglomeration economies, trade, and other market 
forces transform the economic and labor market landscape across countries, 
some individuals may be systematically excluded from economic opportunities. 
If place of birth or residence limits the access of people to quality education or 
good jobs, it will also limit their productive capacity and their opportunities to 


FIGURE 2.21 

Average annual earnings, 
30-34 age-group, Northern 
Europe, 2004-14 
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FIGURE 2.22 

Income inequality is much 
higher among cohorts born 
in the 1980s 
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join the middle class, and may thus fuel discontent and perceptions of unfair- 
ness. Evidence on Europe and Central Asia points to place of birth as an 
important factor in the inequality of opportunity in gaining access to tertiary 
education, a job, and higher income (EBRD 2016). Moreover, despite the rela- 
tively high international emigration rates in many countries in Eastern Europe 
and Central Asia, internal mobility rates are low, reflecting limited opportunities 
to move to obtain better jobs (Arias et al. 2014). Recognizing that economic 
growth may be an unbalanced process (World Bank 2009), spatial disparities, 
particularly if persistent and not mitigated by targeted policies to promote con- 
vergence in living standards, can contribute to rising distributional tensions and 
populism. People in some places may feel left behind and sense their restricted 
ability to influence policy making and the allocation of resources in society 
(World Bank 2017a). This section explores trends in such spatial disparities in 
Europe and Central Asia. 


Spatial Disparities Are Common in the Region 


Differences in income persist between regions in many countries of Europe and 
Central Asia. National indicators of welfare may mask even vast differences across 
regions within countries. The use of the coefficient of variation as a measure of 
disparities in consumption or disposable income between regions reveals that 
spatial inequalities in welfare are common within countries. The greatest inequali- 
ties occur in the Slovak Republic, Tajikistan, and Russia and the lowest in Denmark 
(figure 2.23). In the European Union, the highest disparities are in Southern Europe, 
including Greece, Italy, and Spain, where levels are higher than the OECD average 
of 0.14 (OECD 2016). The varying geographical aggregations at which disparities 
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are measured across several countries may pose a challenge in comparing inequal- 
ities across regions. Nonetheless, the disparities are also evident between urban 
and rural areas. A comparison between urban and rural areas using a welfare index 
constructed based on information on durables and the socioeconomic character- 
istics of households in the 2016 round of the Life in Transition Survey (LiTS) shows 
that living standards are higher in urban areas than in rural areas in all countries of 
Europe and Central Asia covered by the data except Greece (figure 2.24).?4 The 
greatest urban-rural disparities by this measure occur in Bulgaria, Georgia, 
Romania, and Tajikistan. 

The share of inequality explained by inequality between within-country 
regions has risen in some countries. One summary measure of this regional 
inequality indicates the inequality between geographical areas in average 
per capita consumption as a share of the maximum possible inequality 
between these areas, taking into account the size and number of regions.*° 


FIGURE 2.23 

Spatial disparities in welfare 
are not uncommon in the 
region 

Coefficient of variation of 
disposable income or 
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circa 2013 


68 


Toward a New Social Contract 





FIGURE 2.24 

Gaps between urban and 
rural areas are largest in 
Georgia and Tajikistan and 
are negative only in Greece 
Urban-rural gap in welfare 
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European Bank for Reconstruction and Development, London, http://www.ebrd.com/what-we-do 
/economic-research-and-data/data/lits.html. 

Notes: The welfare index ranges from 0 to 1 and is constructed using a principal component analysis 
and 12 variables of household durables, including phone (landline or cell), computer, washing machine, 
car, bike, motorbike, as well as proxies for household socioeconomic status, including Internet access, 
adequate heating, a week's holiday each year, a meal of meat, chicken, or fish every second day, ability 
to meet unexpected expenses through own resources equivalent to the national poverty threshold, 
and access to a bank account. All variables are transformed to 0 if the household cannot afford the 
asset and 1 if the household is in possession of the asset or does not have it for other reasons, for 
example, Internet is not available at the location of the household. 


The importance of inequality between within-country regions and between 
urban and rural areas has increased in several countries, although data are not 
available for all countries of Europe and Central Asia (figures 2.25 and 2.26). 
Increases are noticeable in Armenia, Moldova, and Serbia. Between-region 
inequality has narrowed in the Kyrgyz Republic, in addition to inequality 
between urban and rural areas in Kazakhstan and Poland, for instance. 

Spatial disparities in welfare have increased in many countries in the region. 
Despite increases in average household consumption over the past decade, 
inequalities across geographical areas persist and have increased in several coun- 
tries. The gap in consumption between urban and rural areas has widened in 10 of 
the 14 countries depicted in figure 2.27 (panel a), mostly in the eastern part of the 
region, and the gap between the richest and poorest regions has increased in 12 
of the countries (figure 2.27, panel b). 

Regional disparities have also widened in the EU. Regional disparities in dispos- 
able income within countries increased over the last two decades in some coun- 
tries in Southern Europe as well as in other European countries such as Belgium, 
the Czech Republic, the Netherlands, the Slovak Republic, and the United Kingdom 
(figures 2.28 and 2.29). Regional disparities declined in others, such as Finland and 
Germany. Focusing on regional output measured by per capita GDP within coun- 
try regions, the coefficient of variation shows an average rising trend in regional 
disparities within EU countries in 2000-15. Thus, some regions are lagging, despite 
a reduction in within-country inequality that led to a convergence in the EU. 
Pooling all within-country regions in the EU also indicates there was an increase in 
dispersion during this period. 
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Share of maximum spatial inequality circa 2003 (%) 


Source: World Bank calculations based on harmonized mean consumption data on 14 countries in 
Europe and Central Asia. 

Note: Maximum spatial inequality corresponds to a scenario where, given the size and the ranking of 
the regions in terms of mean income, households with the lowest incomes are allocated to the poorest 
regions, while households with the highest incomes are allocated to the richest regions, and 
households in the middle are allocated in similar fashion to the remaining regions. The values illustrated 
in the figure express between-region inequality, that is, the average difference in mean incomes, as a 
ratio of maximum spatial inequality. See Elbers, Lanjouw, and Lanjouw (2003) for a detailed explanation 
of the methodology. Dotted line represents no change in values between 2003 and 2013. 


In line with spatial differences in living standards, the concentration of poverty 
also has a spatial dimension. Subnational poverty rates vary significantly within 
countries. In Tajikistan, for instance, the poverty rate—the share of people with 
incomes below US$5.50 a day in constant 2011 prices in U.S. dollars purchasing 
power parity (PPP)—in the poorest region is 72 percent, more than twice the rate 
of the region with the lowest rate (31 percent). In Romania, the poverty rate in the 
least well-off region is two and a half times higher than the rate in the wealthiest 
region. Similarly, the at-risk-of-poverty measure at the Nomenclature of Territorial 
Units for Statistics-3 level shows that the poorest region in France has a rate three 
times higher than the rate in the region with the lowest poverty rate; this ratio is 
around seven in the United Kingdom.?6 

The spatial concentration of poverty is rising. As living standards have improved, 
poverty rates have declined across countries in the last decade or so. However, 
particularly important for potential concerns over emerging distributional tensions 
is the accompanying rise in geographical dispersion. In seven countries in the 
eastern part of the region where the poverty rates—the share of people living on 
less than US$5.50 a day at 2011 constant PPP prices—are more than 10 percent, 
the difference in poverty rates across regions (measured by the coefficient of varia- 
tion) has increased (figure 2.30). In Armenia, for example, the difference in poverty 
rates between the less well-off and the more well-off regions rose from 25 percent- 
age points to 38 percentage points in 2003-2013. 


FIGURE 2.25 
Between-region inequality 
has widened in some 
countries 
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FIGURE 2.26 

Inequality between urban 
and rural areas has increased 
in some countries 


FIGURE 2.27 
Gaps in mean consumption, 
circa 2003-13 
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Share of maximum spatial inequality circa 2003 (%) 


Source: World Bank calculations based on harmonized mean consumption data on 14 countries in 
Europe and Central Asia. 

Note: Maximum spatial inequality corresponds to a scenario where, given the size and the ranking of 
the regions in terms of mean income, households with the lowest incomes are allocated to the 

poorest regions, while households with the highest incomes are allocated to the richest regions, and 
households in the middle are allocated in similar fashion to the remaining regions. The values illustrated 
in the figure express between-region inequality, that is, the average difference in mean incomes, as a 
ratio of maximum spatial inequality. See Elbers, Lanjouw, and Lanjouw (2003) for a detailed explanation 
of the methodology. Dotted line represents no change in values between 2003 and 2013. 
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FIGURE 2.27 
Gaps in mean consumption, 
circa 2003-13 (continued) 
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Source: World Bank calculations based on harmonized mean consumption data on 14 countries in 


Europe and Central Asia. 
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Note: Country refers to the coefficient of variation across European Union countries, signaling 
convergence in gross domestic product (GDP). The within-country coefficient of variation measure is at 
the Nomenclature of Territorial Units for Statistics-3 level (NUTS-3). GDP per capita is measured in 


purchasing power standard (PPS). 


72 


Toward a New Social Contract 





FIGURE 2.29 

Regional disparities in 
disposable income rose, 
were unchanged, or 
declined 

Coefficient of variation in 
regional disposable income, 
1995 and 2014 


FIGURE 2.30 

The spatial dispersion of 
poverty rates has increased 
Coefficient of variation of 
poverty rates at US$5.50 a 
day (2011 purchasing power 
parity), circa 2003-13 
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and Central Asia. 
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Access to Opportunities Is More Limited among Residents of 
Certain Areas 


Differences in individual endowments are a major reason for disparities in welfare 
between regions and between rural and urban residents. Income may be lower 
because of the characteristics of individuals in an area; for example, they may not 
be as well educated—education, the age of the head of household, and house- 
hold demographic composition and size are considered here—or because the 
returns to these characteristics are lower given location-specific factors. In 14 
countries in Europe and Central Asia on which harmonized data are available, 
characteristics play a key role in driving income disparities between geographical 
areas, such as between leading versus lagging regions, the richest versus the poor- 
est regions, and, especially, urban versus rural areas (figure 2.31). In most of the 
countries under consideration, the educational attainment of the household head 
accounts for a large share of the characteristics component, pointing to the influ- 
ence of education on gaps in living standards. The role of education is not surpris- 
ing, given the close correlation of educational attainment with welfare in the 
region. 

There are also spatial gaps in schooling quality. Europe and Central Asia stands 
out as one of the regions with the highest educational attainment and learning 
outcomes. Yet, gaps in access remain, particularly among certain groups and 
areas, and schooling does not always translate into learning. For example, across 


FIGURE 2.31 Differences in characteristics and in returns to characteristics help explain welfare gaps 
across geographical areas, circa 2013 

Decomposition of spatial disparities in mean consumption per capita in characteristics vs. returns (share of 
the gap explained by each component) 
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Source: Calculations using harmonized mean consumption data on 14 countries in Europe and Central Asia. 

Note: Laggers are defined based on average harmonized mean consumption below the national average. Regressors include demographics (age 
and gender of the household head), educational attainment of household heads, and household composition (size, demographic composition). 
The panels indicate the dominant explanation for welfare disparities between geographical areas: characteristics, returns to characteristics, or 
both. In the Kyrgyz Republic, for example, 93 percent of the welfare difference between the richest and the poorest regions is explained by 
differences in the characteristics of households and individuals in these areas. In Georgia, 84 percent of the differences derive from difference in 
the returns to characteristics. Country codes: ALB = Albania; ARM = Armenia; BLR = Belarus; GEO = Georgia; KAZ = Kazakhstan; KGZ = Kyrgyz 
Republic; MDA = Moldova; MNE = Montenegro; POL = Poland; ROU = Romania; RUS = Russian Federation; SRB = Serbia; TJK = Tajikistan; 

UKR = Ukraine. 
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all countries in Europe and Central Asia that implemented the 2015 round of the 
test of the Programme for International Student Assessment (PISA), a share of 
students were found not to have developed the foundational cognitive skills they 
need to succeed in the labor market.?” The share of functionally illiterate students 
(15-year-old students who scored below level 2 on the PISA reading section) was 
77 percent in Kosovo and 71 percent in FYR Macedonia, but also quite high in EU 
countries such as Bulgaria (42 percent), Romania (39 percent), and the Slovak 
Republic (32 percent). Disadvantages in schooling quality are evident along the 
spatial dimension, creating a divide based on geographical location. Thus, chil- 
dren in a same grade in a same country are losing out on accessing quality educa- 
tion depending on where they live. The largest gaps in 2015 PISA scores in 
countries on which data are available occurred in Bulgaria and Moldova (around a 
two-year schooling gap between urban and rural areas), followed by the Slovak 
Republic and Romania (figure 2.32). In Romania, 83 percent of low-performing 
schools are in rural areas (World Bank 2018a). 

Other factors may also lead to lower productivity and lower returns in certain 
geographical areas. Across countries, differences in returns are relevant in explain- 
ing disparities in mean consumption between rural and urban areas and between 
regions (see figure 2.31). These differences in returns may be capturing spatial 
gaps in public service delivery, service infrastructure, communication networks, 
access to markets, local governance coverage, social capital, or the business envi- 
ronment. Access to basic services has expanded in many countries. Yet, a spatial 
divide exists, including differences in quality. In Russia, some regions are system- 
atically affected by the limited presence of the state (box 2.6). In Moldova, 
95 percent of the urban population is connected to piped water, but this is so 
among only 54 percent of the rural population, of which only 39 percent have the 
service within the dwelling (World Bank 2016b). Albania presents a similar situa- 
tion. There, the share of households with access to a steady water supply ranges 
from 47 percent in Durrés County to 88 percent in Shkodér County (World Bank 
2015). Access to services does not refer only to basic infrastructure, which is more 
relevant in the developing countries in the region, but also access to technology. 
The Czech Republic, France, Portugal, and Spain show regional gaps of around 
20 percentage points in the share of households with broadband connections.® 

Quality may also vary. In Moldova, firms face lower-quality services depend- 
ing on where they are located (figure 2.33). Other region-related factors may 
likewise keep some areas from providing residents with access to opportuni- 
ties. Evidence from the eastern and the western parts of the region—Kazakhstan 
and Italy—shows that firms face a business environment that differs depending 
on location.2? 

Even if gaps in access to education and other services were to be addressed, 
the difference in returns across regions cannot be bridged if barriers to internal 
mobility limit the ability of residents in some areas to benefit from agglomera- 
tion and urbanization. This is an example of horizontal inequality whereby there 
are significant impediments in switching between groups. Evidence on the 
region points to low internal mobility compared with populations in other 
countries, despite evidence of agglomeration economies and gaps in unem- 
ployment rates between regions (Arias et al. 2014; Restrepo Cadavid 
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Source: Calculations based on 2015 (2012 for Kazakhstan, Serbia, and Sweden) test scores in PISA 
(Programme for International Student Assessment) (database), Organisation for Economic Co- 
operation and Development, Paris, http://www.oecd.org/pisa/pisaproducts/. 

Note: Urban schools are located in a city or large city (more than 100,000 people). Rural schools are 
located in a town, a small town, or village, hamlet, rural area (fewer than 100,000 people). A gap in 
PISA scores of 30 points, covered by the red bracket, is estimated as the equivalent of one year of 
schooling. See Woessmann (2016). 


BOX 2.6 A Closer Look at Spatial Disparities in the Russian Federation 


An understanding of the obstacles in the Russian 
Federation's quest for development begins with the 
country’s expansive geography and the difficulties in 
governing such a vast territory. Russia is the world’s 
largest country, and its geographical endowments 
encompass harsh climatic conditions and a domi- 
nance of natural resources in peripheral regions that 
have shaped Russia's development policies. During 


the Soviet era, labor and capital were forcibly moved 
toward the east to exploit Siberia's vast natural 
resources, develop military capabilities, and support 
a more even distribution of population and eco- 
nomic activity. The resulting economic structure was 
physically more dispersed throughout the territory, 
yet inefficient and distorted. Efforts to reverse this 
policy legacy have often been undermined by the 


(Continued) 
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BOX 2.6 A Closer Look at Spatial Disparities in the Russian Federation 


(continued) 


inherited economic, social, physical, and relational 
networks that hindered progress toward more effi- 
cient and equitable regional development. 

Today, Russia has the highest level of inequal- 
ity among large, emerging economies such as 
Brazil, China, and India. Russian regions experi- 
enced some convergence in income in the last 
decade as poorer regions grew more quickly (con- 
trolling for other factors). Moreover, there appear 
to be positive spillovers from one region to 
another, that is, factors that raise incomes and 
reduce poverty in one region raise incomes and 
reduce poverty in neighboring regions. However, 
immense disparities in living standards persist. 
Households in Sakhalin Oblast (which has the 
highest gross regional product per capita) experi- 
ence living standards similar to those in Singapore, 
while households in Ingushetia (which has the low- 
est gross regional product per capita) experience 
living standards closer to those in Honduras. 
Poverty rates range from less than 10 percent in 
resource-rich Tatarstan and large metropolitan 
areas of Moscow and St. Petersburg to almost 40 
percent in the poorest regions in the North 
Caucuses, Siberia, and the Far East. In the richest 


Source: World Bank 2017b. 


and most populous regions, including Moscow, 
St. Petersburg, and natural resource-rich regions, 
inequality is high, meaning the numbers of the 
poor are large, though the areas do not exhibit 
the highest poverty rates. 

The transformation from unbalanced growth to 
inclusive development requires a shift in policies, 
including a focus on richer regions where poverty 
and inequality are concentrated. Russia's prevailing 
policy approach since the transition has been more 
equalizing than other countries. Poor regions 
depend heavily on federal transfers. These drivers 
of convergence have become less sustainable, 
which became evident when Russia underwent the 
recent oil price crisis and sanction regime. The pol- 
icies also appear to have hindered the ability of 
poor regions to boost their comparative advan- 
tage. Regions are still characterized by significant 
disparities in access to services, and some regions 
are affected systematically by the low profile of the 
state. This invariably translates into disparities in 
outcomes. Addressing disparities in access to ser- 
vices and thereby leveling the playing field remains 
at the heart of policies seeking to improve both 
efficiency and equity. 


et al. 2017). Less than 30 percent of the population reported they would be 
willing to move to another part of the country for a job; younger, single, more 
well-educated men were more likely to move. Barriers to internal mobility, 
including those related to weaknesses in housing and land markets, can leave 
some trapped in lagging areas (chapter 3). 

Closing spatial disparities by ensuring that people build the human capital 
they need and that they can access opportunities will lead to more inclusive 
growth. There are important reasons to pay attention to spatial inequalities, 
especially their potential to foster location-related discontent. One reason is 
equity, which implies that location of residence should be neutral with respect to 
income, educational attainment, ownership of assets, and access to economic 
opportunity. Another reason is voice and accountability: spatial disparities may 
affect the agency and bargaining power of people living in different places and 
their ability to influence policy making and the allocation of resources in society 
(World Bank 2017d). If individuals in some areas are systematically excluded from 
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FIGURE 2.33 Moldova: indicators of service quality, by region, 2013 
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Source: World Bank 2016b. 


economic gains and from emerging and changing opportunities given their 
lower skills, limited labor mobility, or other reasons, spatial inequalities may 
widen, and some groups will be left further behind. 


Rising Inequality of Opportunity, Particularly in the East 


If the access of people to opportunities is determined by circumstances beyond 
their control, this may lead to distributional tensions and to a growing sense of 
unfairness. Widening inequality of opportunity can also impair aggregate growth. 
It has been suggested that the existence of strong and persistent inequalities in 
the initial opportunities open to individuals can generate inequality traps that rep- 
resent severe constraints to the future growth of an economy by preventing entire 
groups from full participation in economic and social life (Bourguignon, Ferreira, 
and Menéndez 2007; World Bank 2006).°° 


Inequality of Opportunity Is Declining, but Is Still 
Evident in the West 


Inequality of opportunity—the impact of circumstances at birth on income and other 
welfare outcomes—is an important reason behind the existence of income inequal- 
ity in Europe. The contribution of inequality of opportunity to income accounts for 
between 25 percent and 60 percent of total income inequality (measured according 
to the Gini index) in most European countries (Checchi, Peragine, and Serlenga 
2016).31 Moreover, inequality of opportunity and income inequality were strongly 
related across Europe in both 2005 and 2011 (figure 2.34). The Nordic countries had 
low levels of income and opportunity inequality; the Mediterranean and Continental 
European countries exhibited intermediate levels in these inequality dimensions; 
and the Eastern European countries showed a relatively high level of income 
inequality, but were more mixed with respect to inequality of opportunity. 

There were no significant changes in the estimated level of inequality of oppor- 
tunity in income in 2005-11 (comparing the two panels of figure 2.34). Measuring 
inequality of opportunity over longer periods is difficult, given the lack of data. 
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FIGURE 2.34 
Income inequality, Europe, 
2005 and 2011 


Total inequality and opportunity inequality—disposable income 








a. 2005 b. 2011 
0.20 — 0.20 - 
= SDE z eCH 
f elU F e °DE 
LU e UK 
Še ee Še ‘i 
@EL -4 
2E 015- Ao “opo Eyk $E 015- T 
Ee Sele EE onl ite Soon 
Zo S N0- o HOS Ze CZ HibectiR oot 
8 Z LV ee H Ree e@EE 
zs 2g o == BE e@ RoN r N 
Els - eee eno © 
a= 0.104 ofl 22 0.10 á ai 
os oSE os i ef Orel 
z °DK esl 2 eSE 
i= = es! 
ç G eDK 
a ù 
S$ $= 1 a 8 =| =. ooo 
0.20 0.25 030 0.35 040 0.45 020 O25 030 0.35 0.40 0.45 


Total inequality—Gini disposable incomes Total inequality—Gini disposable incomes 


Source: Checchi, Peragine, and Serlenga 2016. 


However, for the four largest economies in the EU, namely, France, Germany, Italy, 
and the United Kingdom, the data are sufficient for this measurement. Depending 
on how inequality is calculated, inequality of opportunity accounts for about a 
third (based on the mean log deviation calculation) to a half (based on the Gini 
coefficient) of total income inequality in the four countries (figure 2.35, panel a, for 
the Gini). Inequality of opportunity in income in these countries was either stable 
or weakly decreasing (in Germany and the United Kingdom) in 1993-2014, sug- 
gesting that inequality of opportunity reflects embedded features of national 
socioeconomic systems that are little affected by temporary changes in economic 
activity. Inequality of opportunity with respect to education declined steadily, 
especially in Italy, over the period (figure 2.35, panel b). 

Inequality of opportunity tends to decline with age (figure 2.36).33 The observed 
inequality of opportunity exhibits an inverted U-shaped pattern over the life cycle; 
in France and Italy, it has a clearer decreasing pattern. After a certain age, which 
varies across countries, the effect of the circumstances at birth seem to weaken. 
This differs from the pattern of income or consumption inequality, which generally 
rises with age. The cohort analysis shows a more mixed picture: in Germany and 
the United Kingdom, inequality of opportunity declines across generations, that is, 
the younger generation experience less inequality of opportunity, while the data 
on France and Italy are characterized by an inverted U. 

Improved access to education in Europe is not always associated with declines 
in inequality of opportunity across generations. Figure 2.37 shows, for Germany 
and Italy, the contribution to inequality of opportunity of (1) the intergenerational 
persistence in education (whether an individual's educational attainment is strongly 
related to the educational attainment of the parents), (2) the returns to education 
in the labor market, and (3) networking activity associated with parental back- 
ground.*4 In Italy, the first two variables decline, which, other things being equal, 
should produce a decline in inequality of opportunity, but the third variable rises; 
so inequality of opportunity is roughly the same at the end of the period as at the 
beginning. In Germany, the contribution of the returns to education falls, while the 
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Source: Bussolo, Checchi, and Peragine 2018. 
Note: The education outcome is measured by years of education. 


contribution of parental networking is roughly unchanged by the end of the period; 
so inequality of opportunity declines. 

Thus, increased equality of opportunity in education, mainly because of the 
expansion of tertiary education in most countries in recent decades, has not 
always resulted in greater equality of opportunity in income. Three of the many 
possible explanations are likely important. First, parental networking may be 
playing a role in helping young workers find desirable jobs. Second, the decline 
in the returns to education may be loosening the link between educational 


FIGURE 2.35 

Trends in inequality of 
opportunity: France, 
Germany, Italy, 
United Kingdom 
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FIGURE 2.36 Decomposition of inequality of opportunity in age and cohort effects, France, Germany, 


Italy, United Kingdom 
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report the estimated structural parameters (with one standard error confidence interval) that contribute 
to the measured inequality of opportunity. 


attainment and incomes. Third, while access to education measured in years of 
education or the degrees obtained has become more equal, the quality of 
education may still vary greatly. There are still spatial gaps in quality. Deficiencies 
are also evident among children of disadvantaged socioeconomic back- 
grounds, as revealed by the results of the PISA test in 2015. In the Slovak 
Republic, for example, the gap between socioeconomic groups is the equiva- 
lent of five years of schooling; the gaps in Austria, the Czech Republic, and 
France are also large (Ridao-Cano and Bodewig 2018). 


Increasingly Unequal Access to Opportunities in the East 


Inequality of opportunity is greater in the east. In three-quarters of the transition 
countries studied by Brock, Peragine, and Tonini (2016), a third or more of total 
income inequality is associated with individual circumstances or inequality in oppor- 
tunity (figure 2.38).35 In general, inequality of opportunity is greater in the formerly 
planned economies than in the western countries in the LiTS 2016 sample.%¢ On 
average, the inequality of opportunity in acquiring labor income averages 0.11 in 
the 15 countries that are part of the EU, compared with 0.12 in the remaining 18 
countries, despite the relatively high estimates for Bulgaria, Estonia, Greece, 
Hungary, and Latvia, where inequality of opportunity is above the regional average. 
However, inequality of opportunity is much lower in the transition economies than in 
other emerging economies (for example, Brazil and India) or in the United States.” 


FIGURE 2.37 
Decomposition of inequality 
of opportunity (continued) 
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FIGURE 2.38 
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Note: CEB = Central Europe and the Baltic States; EEC = Eastern Europe and the Caucasus; 
SEE = South-Eastern Europe. 


Inequality of opportunity varies substantially across the transition countries and 
often between neighboring countries. It is high in several transition countries that 
are now EU members and that also have more well-developed institutions. 
Differences in inequality of opportunity within the eastern subregions of Europe 
and Central Asia are largest in southeastern Europe, where Bosnia and Herzegovina, 
Montenegro, and Serbia display some of the lowest estimates, comparable with 
that of Germany. By contrast, inequality of opportunity in Bulgaria, Kosovo, and 
Romania is estimated to be above the median of the transition region. Inequality 
of opportunity is generally high in Eastern Europe, the Caucasus, and Central Asia. 

Transition countries with high inequality of opportunity also tend to exhibit high 
income inequality (see figure 2.38). The relationship is stronger among countries 
with higher inequality and weaker in countries with lower inequality. Some coun- 
tries show high inequality of opportunity, but moderate or low income inequality. 
However, low inequality of opportunity and high income inequality together, as in 
FYR Macedonia, are rare. 

Access to education is an important determinant of inequality of opportunity in 
the east, and it has become more unequal. In the transition region, workers with a 
tertiary degree earn, on average, 31 percent more in income than those workers 
with only a secondary degree (Brock, Peragine, and Tonini 2016). Returns to edu- 
cation of this magnitude are comparable with returns in some Western European 
countries, such as the Netherlands and Spain, but are lower than the correspond- 
ing returns in Eastern Europe in the early years of transition (Badescu, D'Hombres, 
and Villalba 2011; Bartolj et al. 2012). Individual birth circumstances are more 
important determinants of access to tertiary education among the generation that 
came of age in the early 2000s than among the generation that started education 
before the transition (Brock, Peragine, and Tonini 2016). This result is confirmed by 
the data of the three waves of the LiTS and by making a finer partition of the popu- 
lation into five separate cohorts to describe 40-year trends in equality of opportu- 
nity in education.*® Figure 2.39 reports, for each of five cohorts, the inequality of 
opportunity in tertiary education, as measured by the dissimilarity index.3? The 
panels show that, although some differences within subregions exist, access to 
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FIGURE 2.39 Inequality of opportunity in tertiary education 
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FIGURE 2.39 Inequality of opportunity in tertiary education (continued) 
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Source: Calculations based on data of the 2016 round, LITS (Life in Transition Survey) (database), European Bank for Reconstruction and 
Development, London, http://www.ebrd.com/what-we-do/economic-research-and-data/data/lits.html. 

Note: The panels show a dissimilarity index of inequality of opportunity, based on a probit regression of the variable indicating the completion of 
some tertiary education on individual circumstances. 


tertiary education in most countries in Eastern Europe has become more unfair 
over time, that is, more dependent on the individual's circumstances. This is par- 
ticularly true of Eastern Europe. Birthplace and gender contribute less to the mea- 
sured inequality affecting the oldest cohort than to that affecting the younger 
cohorts. 
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The increase in inequality of opportunity in education is confirmed in figure 2.40, 


which shows the trend in intergenerational mobility in education, calculated across 


cohorts, for countries in Europe and Central Asia (box 2.7). 


Examination of mobility trends among cohorts grouped by income reveals that 


the lower-middle- and high-income countries in the region exhibit greater mobil- 


ity, on average, relative to upper-middle-income countries. However, all three 


Intergenerational persistence 


Altham statistic 


FIGURE 2.40 
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Reconstruction and Development, London, http://www.ebrd.com/what-we-do/economic-research-and 
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BOX 2.7. Calculating Measures of Intergenerational Mobility 


Intergenerational mobility—the extent to which indi- 
viduals may expect to do better in life, usually in 
terms of income or profession, than their initial cir- 
cumstances might suggest—is one of the funda- 
mental cornerstones of development. In an absolute 
sense, intergenerational mobility is understood in 
terms of the attainment of a higher status or higher 
standing (education, income, employment, living 
standards) relative to one’s parents. It involves free- 
ing oneself from the tethers of the social position of 
one’s parents to reach a higher position on the 
socioeconomic ladder through one’s effort. 

The ideal dataset for the analysis of intergener- 
ational mobility would consist of a vector of the 
income or earnings of the children, paired with the 
corresponding vector of the income of the parents. 
(The literature has typically used the father’s 
income.) This would allow an estimation of the 
association between the two vectors. A stronger 
association between the two would imply lower 


mobility, and, conversely, a weaker association 
would imply greater mobility. 

There are several challenges in calculating inter- 
generational income and earnings elasticities. First, 
there are only a few countries in the world in which 
one may construct matched parent-child pairs in 
income or earnings. Even if this is possible, it can- 
not be done for a sufficiently long period to cap- 
ture unbiased estimates of persistence satisfactorily. 
Second, even if matched data on parental income 
or earnings are available, they are often available 
only for a particular point in time. This forces one 
to make inferences about the relationship based 
on a snapshot of income rather than long-term 
income. Third, in many developing and transition 
countries where formal labor markets are not well 
developed and there is still a heavy reliance on 
often informal self-employment, data on income 
and earnings are likely to exhibit significant mea- 
surement errors. 


(Continued) 
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BOX 2.7 Calculating Measures of Intergenerational Mobility (continued) 


For these reasons, educational attainment is 
often used to analyze intergenerational mobility. 
There are several advantages to this. First, educa- 
tional attainment is a good proxy for overall eco- 
nomic status. There are positive and nontrivial 
returns to education in almost all labor markets. 
Even in the post-transition countries in the sample 
here, where there is some degree of notional 
universality of education at least to secondary 
education, there is significant heterogeneity in 
attainment, and there are positive returns to higher 
educational attainment. Second, education is often 
also the most important conduit for the transmis- 
sion or reproduction of societal privilege or advan- 
tage, and it is therefore a useful way to examine 
social mobility. Third, there is much less noise in 


Source: Based on Tiwari et al. 2018. 


the measurement of educational attainment than in 
calculating other direct measures of income in the 
settings under study. 

Tiwari et al. (2018) measure intergenerational 
mobility of education using the Altham statistic. 
Originally proposed by Altham (1970), the statistic 
essentially summarizes the degree of association 
between the rows and columns of any given matrix, 
relative to the degree of association between the 
rows and columns of another matrix. Specifically 
applying this statistic to the transition matrices of 
educational attainment among parents and chil- 
dren relative to a hypothetical matrix that would 
denote perfect mobility yields a measure of the 
degree of persistence between parental and child 
educational attainment. 


country groups have witnessed a decline in mobility. Among the lower-middle- 
income countries, the decline is steady among all cohorts born after the 1950s, 
though the decline appears to be slightly sharper among the youngest cohort. The 
mobility of the youngest cohort in the upper-middle-income countries has 
increased slightly. However, this group is still less well off than the generation of 
their parents and grandparents who would have been born before the 1950s or in 
the 1960s. In countries still undergoing a transition from the planned to the market 
economy and in countries that have now completed the transition and joined the 
EU, there appears to be a steady downward slide among all cohorts and a some- 
what sharper deterioration among the two youngest cohorts. 

Greater inequality of opportunity in access to education among young cohorts 
may be traced to the impact of the transition on university systems. First, tertiary 
education, which used to be universally free, is often now associated with non- 
trivial costs. Even where education is still nominally free, scholarships to cover the 
cost of living, generous before the transition, have been effectively phased out, 
resulting in much higher opportunity costs for an education. Second, the once 
strong and closely controlled link between tertiary education and jobs has effec- 
tively disappeared, while the transition has placed a premium on new skills. Third, 
parents with tertiary educational attainment have gained from the transition to the 
extent that, before the transition, manufacturing jobs, which did not typically 
require a university degree, were relatively high status. As a result of these forces, 
parental education has become more important in explaining access to tertiary 
education, signaling a deterioration in the equality of opportunity. 

The persistence or widening of inequality of opportunity in the east may have 
implications for the social contract. The transition has been accompanied by the 
expectation that the inequality linked to individual effort and talents would 
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increase. In a sense, beyond the popular support for a free market economy and 
political liberalization, a fair return on individual effort was a main motivation 
behind supporters of the transition. However, the persistence of inequality because 
of exogenous factors, such as social background and ethnicity, is a violation of the 
principle of fair returns and may weaken popular support for the market economy 
and the implicit social contract. 


Distributional Tensions and the Path to a 
Middle-Class Society 


Emerging distributional tensions are making the middle class more fragile and less 
attainable for some groups. The distributional tensions generated by labor market 
polarization, generational differences, spatial disparities, and inequality of oppor- 
tunity are reducing the productive capacity and ability of some groups to benefit 
from economic opportunity. Relative to older generations, younger generations 
are facing a deterioration in economic security—a defining element of middle- 
class status—because of shorter average job tenure and greater reliance on tem- 
porary and part-time jobs. Many middle-class workers who depend on jobs that 
are intensive in routine tasks have become unemployed or are experiencing lower 
earnings because of technological change. 

The middle class is composed of “those who work from 8 am to 5 pm and 
receive a monthly salary,” said a Turkish man (Davalos et al. 2016, 33). 

“People who belong to the middle class should not be under constant stress 
that they might lose their jobs,” said a Serb (Davalos et al. 2016, 13). 

The rise in inequality of opportunity is also reducing the labor market prospects 
of individuals of lower social or family backgrounds. In the east, the access of such 
individuals to higher education is becoming more limited because parental back- 
ground is an increasingly important determinant of access. People living in remote 
regions may experience difficulties in access to key services, particularly quality 
education, that reduce their job prospects. 


Has the Middle Class Declined in the Region? 


The middle class accounts for a large share of the population in Europe and Central 
Asia. There are several ways of measuring the size of the middle class (box 2.8). 
Based on data on 20 countries in the Luxembourg Income Study (LIS) database 
and a definition of the middle class in relative terms as all persons with incomes 
between 75 percent and 125 percent of the median income, the middle class 
accounted for an average 38 percent of the population in Europe and Central Asia 
in around 2013.40 (For information on country groups and more data, see annex 
2A, tables 2A.2 and 2A.3.) The lower and upper ends of the distribution accounted 
for 29 percent and 33 percent, respectively. The middle class generally comprises 
the largest group in Western Europe, though the three groups are roughly equal 
in size in Southern Europe. In Continental and Nordic Europe, the middle class is 
substantially bigger. In about half the Eastern European countries, the upper end 
of the distribution represents the largest group. The distribution of population in 
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BOX 2.8 Defining the Middle Class 


The composition of the middle class has been the 
focus of academic research, mainly in sociology, at 
least since Max Weber's (1922) work on status 
groups and classes. There are multiple approaches 
to defining the middle class (see Atkinson and 
Brandolini 2013; Banerjee and Duflo 2008; Foster 
and Wolfson 2010; Vaughan-Whitehead 2016). Two 
main approaches can be identified: the objective 
and the subjective approaches.® 


The objective approach 

In this approach, the research defines ex ante cer- 
tain thresholds to demarcate the middle from the 
lower and upper classes. This approach is objective 
in the sense that certain thresholds are applied, 
though the choice of the thresholds is subjective. 
The thresholds can be selected in the income 
space or in the population space. 

Income space. A first set of objective approaches 
defines the middle in the income space according 
to selected income thresholds. These thresholds can 
be defined in a relative or absolute way. Relative 
objective indicators tend to define the middle 
according to income bounds around the median. 
For instance, the International Labour Organization 
defines the middle class as the population between 
60 percent and 200 percent of the median (Vaughan- 
Whitehead 2016). The Pew Research Center (2015) 
applies the range of 67 percent to 200 percent of 
the median. Other authors use a more dense defini- 
tion of the middle class, for example, 75 percent to 
125 percent of the median, as a threshold (Birdsall, 
Graham, and Pettinato 2000; Gornick and Jantti 
2013; Thurow 1987). 

A problem involved in the application of relative 
thresholds is that the income bounds vary across 
countries depending on the level of the median. To 
relate the middle class to a specific purchasing 
power, other researchers have applied absolute 
thresholds. In this case also, different thresholds 
have been used, for instance, people living above 
the median poverty line in developing countries or 
above another cutoff, such as US$10-a-day pur- 
chasing power parity (PPP) (Banerjee and Duflo 


2008; Birdsall 2010; Loayza, Rigolini, and Llorente 
2012; Ravallion 2010). Another absolute approach 
involves deriving an appropriate income level from 
a measure of vulnerability to relate middle-class 
status and a feeling of economic security. 

Population space. The middle class can also 
be defined according to a selected part of the 
income distribution within the population space. 
Unlike the income space approach, the relative size 
of the population is fixed in this approach. The 
approach thus conceptualizes the middle position 
in the distribution in terms of the enjoyment of a 
particular social status. 


The subjective approach 

The middle class can also be defined based on the 
subjective perception of what it means to belong 
to the middle class. Ravallion (2012) discusses the 
use of subjective welfare indicators as a way of 
determining a socially subjective poverty line. 
Ferreira et al. (2013) take this a step further by 
inferring absolute thresholds for the middle class 
based on the probability individuals will answer 
middle class to a question about their own social 
status. The main limitations of the subjective 
approach derive from the fact that individual 
answers vary considerably depending on the way 
the question is framed and that inferences based 
on the answers may be highly biased because of 
latent heterogeneity. 


Advantages and disadvantages of selected 
definitions 

All definitions of the middle class involve compro- 
mises and are characterized by advantages and 
disadvantages (for an elaborate discussion, see 
Foster and Wolfson 2010). In the objective 
approach, the researcher defines cutoff points that 
are arbitrary to a certain extent. This is not true of 
the subjective approach, which relies on the per- 
ceptions among individuals that they belong to the 
middle class; however, these perceptions may not 
be confirmed by relative or absolute income mea- 
sures and may be culturally determined. This is a 
particular disadvantage in cross-country research 
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BOX 2.8 Defining the Middle Class (continued) 


and is the reason the objective approach is favored 
in this chapter. 

In the objective approach, the income position 
of the middle class in the population space does 
not depend on differences in average or median 
incomes across countries. Thus, income growth 
does not affect the size of the population. 
Moreover, inequality is also ignored because the 
size of the middle class is fixed, regardless of the 
relative income position. The income space 
approach is therefore applied in this chapter. 

However, the income space approach is also asso- 
ciated with disadvantages. While income may be 
defined relative to the median income, the size of the 
population may vary depending on trends in inclusive 
growth. Moreover, in cross-country research, the mid- 
dle class may be characterized by different incomes 
across countries. This problem does not arise if the 


middle class is defined on the basis of an absolute 
income threshold. Yet, in the latter approach, the rel- 
ative position of an individual in a society is ignored. 
For instance, applying a fairly low absolute income 
threshold to a rich country could result in placement 
of the entire population in the upper class. 

In acknowledgment of the advantages and dis- 
advantages of each definition of the middle class, 
both a relative and an absolute objective income 
space approach are adopted in this chapter. For the 
relative definition, the thresholds at 75 percent to 
125 percent of the equivalized disposable house- 
hold median income are used. In the absolute defi- 
nition, the middle class represents the share of 
households with disposable incomes between 
US$11- and US$28-a-day PPP. Vulnerability is taken 
into account by linking the middle class to a certain 
level of economic security. 


a. Another approach is to follow the median over time (for example, Aaberge and Atkinson 2013; Nolan, Roser, and Thewissen 
2016; Thewissen et al. 2015). This approach can be useful for tracking trends in living standards, but it does not allow an 
exploration of the composition of the middle class in terms of income or demographics. It is therefore not discussed in more 


detail here. 


the Czech Republic, the Slovak Republic, and Slovenia resembles that in Nordic 
European countries, that is, smaller poorer groups and a large middle class, 
whereas the two extremes of the distribution are larger in Russia and Serbia and, 
especially, Estonia and Georgia. 

Defined by the relative measure, the size of the middle class in Europe and 
Central Asia did not change significantly from the mid-1990s to the early 2010s. 
The middle class shrank in half the countries and expanded in the other half of the 
countries (figure 2.41). In many countries in which the population share of the 
middle class declined, the reduction was not substantial. In Germany, for example, 
the share fell from 43 percent in 1994 to 39 percent in 2014. In Slovenia, the coun- 
try with the steepest decline, the share dropped from 48 percent in 1997 to 
40 percent in 2012. 

It is also useful to determine a fixed level of income that defines the middle 
class and assess the changes in the composition of the middle class in absolute 
terms. Because median incomes differ greatly across countries, the relative 
middle-class definition used above groups people at quite different levels of 
welfare. For example, 75 percent of the median income in Georgia in 2013 was 
US$1,594 PPP, whereas the corresponding income in Finland in the same year 
was US$11,951 PPP. Defining the middle class in absolute terms thus enables 
comparisons among individuals at the same levels of welfare across countries. 
An absolute definition can be used to include in the middle class people who are 


90 


Toward a New Social Contract 





FIGURE 2.41 Trends in the relative size of the middle class, Europe and Central Asia 
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Source: Calculations based on data of LIS Database (Luxembourg Income Study Database), LIS Cross-National Data Center in Luxembourg, 
Luxembourg, http://www.lisdatacenter.org/our-data/lis-database/. 

Note: See annex 2A, table 2A.2 for more detail. The middle class is defined as the share of the population with incomes between 75 percent and 
125 percent of the median income. The middle-class population shares were measured around 1995 and 2014. 


able to avoid falling into poverty in the face of unexpected shocks, which is an 
attribute that people likely view as essential to a middle-class lifestyle. In this 
analysis, the lower threshold defining the middle class is the income associated 
with a 5 percent probability of poverty—defined as falling below an income of 
US$5.50 a day in constant 2011 PPP prices—over a four-year period, calculated 
on the basis of the observed characteristics of households, including assets (see 
box 2.8 for details).41 Based on this analysis, individuals with incomes between 
US$11- and US$28-a-day PPP are included in the middle class. Another vulner- 
able group consists of people with incomes between US$5.50- and 
US$11.00-a-day PPP. This group is not poor, but, because it experiences a high 
probability of falling into poverty (given its distance to the poverty line), it is not 
considered part of the middle class. 

Around 2015, the middle class determined by this absolute definition 
included 45 percent of the population in developing Europe and Central 
Asia.42 However, the vulnerable and the poor, together, represented more than 
50 percent of the population (figure 2.42),48 Apparent from this latter statistic 
alone, Europe and Central Asia may be a middle-income region, but it is not a 
middle-class society. Of course, the shares of the poor and vulnerable vary a 
great deal across countries. In 2015, the poor accounted for 37 percent, and 
the vulnerable 45 percent of the population of the lower-middle-income 
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FIGURE 2.42 Income classes, subregions of Europe and Central Asia, excluding the EU15 


a. Lower-middle-income countries, consumption based b. Upper-middle-income countries, consumption based 


Percent 
Percent 





c. High-income countries, consumption based 


Percent 





IB Poor (<US$5.50 PPP) {i Vulnerable (US$5.50-11.00 PPP) Ml Middle class (<US$11.00-28.00 PPP) W Upper class (US$28.00+ PPP) 


Source: Calculations based on World Bank data. 

Note: EU15 = Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain, Sweden, 
and United Kingdom; Lower-middle-income countries = Armenia, Georgia, Kosovo, Kyrgyz Republic, Moldova, and Tajikistan; Upper-middle- 
income countries = Albania, Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, Kazakhstan, FYR Macedonia, Montenegro, Romania, Russian 
Federation, Serbia, and Turkey; High-income countries = Estonia, Hungary, Lithuania, Poland, Slovak Republic, and Slovenia; PPP = purchasing 
power parity. 


countries of Europe and Central Asia. Nonetheless, this analysis is not irrele- 
vant for the region's richer countries. The vulnerable account for 28 percent of 
the population in upper-middle-income countries and almost 30 percent in 
high-income countries. (The more advanced EU15 countries are not included; 
see the note to figure 2.42.) 

Poverty has declined, but the expansion of the middle class has deceler- 
ated. While the population share of the poor fell sharply from 2000 to 2015 in 
the two middle-income-country groups, the expansion of the middle class was 
more pronounced in the first half of the 2000s than more recently (see 
figure 2.42). Indeed, in some countries, the middle-class expansion even 
reversed. For example, in the Kyrgyz Republic, the population share of the 
middle class dropped from a peak of 6 percent in 2009 to 4 percent in 2014. 
The share of the middle class in Albania fell from 25 percent in 2008 to 18 
percent in 2012, and, in Serbia, from 43 percent in 2008 to 38 percent in 2013. 
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The population share of the middle class changed little over the last decade in 
the high-income countries, while the share of the vulnerable rose from about 
25 percent to almost 30 percent. 


A Focus on Size Neglects the Reality of the Changing Middle Class 


While the size of the middle class has not changed significantly, its composition 
has shifted, indicating that some groups have now more difficulty reaching middle- 
class status or maintaining it. Among these groups, people in their working-age 
years, especially those of more recent cohorts, have more trouble. 

The probability that an individual of working age belongs to the middle or 
upper class has declined relative to 25 years ago. In other words, in 2013, an indi- 
vidual of working age is more likely found at the poorer end of the income distribu- 
tion.44 Thus, the share of the working-age population expanded among 
lower-income groups in 17 of the 20 countries, while it tended (on average) to 
shrink for the middle and upper income groups, as shown in annex 2A, table 2A.3. 
A more detailed analysis focusing on the 26—40 and the 41-55 age-groups shows 
that the share of the working-age population in poorer groups rose in France, Italy, 
and Poland from the fall of the Berlin Wall to 2013, while the share of the working- 
age population among richer groups increased by less or fell (figure 2.43). The 
steep income gradient that once placed most of the working-age population in 
the top deciles has become flatter because individuals of working age have dis- 
persed along the income distribution. 

The decline in the share of the working-age population in the middle class 
reflects the limited increases in earnings among lower-income entrants in the 
labor force in recent years. The rise in earnings among younger workers is well 
below the rise older generations had enjoyed after they had entered the labor 
force (see figures 2.16 and 2.17). Individuals who had expected to join the 
middle class as they gained experience found themselves stuck among the 
poor or vulnerable. This phenomenon has not led to a substantial reduction in 
the population share of the middle class because more retirees are now part of 
the middle class given their larger incomes (from pensions) relative to the 
incomes of younger working-age individuals. Thus, rough stability in the size of 
the middle class masks the presence of considerable disappointment among 
working-age individuals. 

The expansion in the share of single-adult households has raised vulnerability. 
In about a generation, the share of people living in single-adult households— 
households each with only one adult, irrespective of the number of children— 
has risen significantly in most countries and at all incomes. The increase has been 
close to or above 10 percentage points in the Czech Republic, France, Germany, 
Italy, Luxembourg, the Netherlands, Russia, Spain, and the United Kingdom 
(figure 2.44). This meant that the share of single-adult households, in some 
cases, more than doubled from the early 1990s to 2013 (see annex 2A, table 2A.3). 
This derives from a greater tendency to marry later in life, as well as the aging of 
the population; there are likely to be more single-adult households among older 
age-groups. Residence in a single-adult household is generally a good predictor 
of greater risk of poverty (Cappellari and Jenkins 2004). Moreover, the share of 
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FIGURE 2.43 Age-groups along the income distribution 
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— Rate of 26-40 age group —— Rate of 41—55 age group 


Disposable household income distribution decile 


Source: Calculations based on data of LIS Database (Luxembourg Income Study Database), LIS Cross-National Data Center in Luxembourg, 


Luxembourg, http://www.lisdatacenter.org/our-data/lis-database/. 


Note: The long dashed vertical line indicates the median disposable household income. The short dashed vertical lines indicate, respectively, 


75 percent and 125 percent of the median. 


single-adult households rose the most among lower-income groups (figure 2.45). 
Thus, the increase in the share of single-adult households indicates a general 
expansion in the risk of poverty. 

Individual earnings inequality interacts with household income inequality. 
Household formation and individual labor market participation feed into each other. 
The earnings of one member of the household may influence the decisions of other 
members on participating in the labor market, and some members may choose to 
leave the household because of the labor market outcomes among other members. 
In this way, shocks to the earnings distribution among individuals may eventually be 
transmitted to household income distribution and vice versa. Salverda and Checchi 
(2015) review the literature on personal and household income distribution. A key 
finding they emphasize is that, in Europe since the 1990s, individual labor market 
participation has expanded, but household labor market participation, understood 
as the share of households with at least one member participating in the labor mar- 
ket, has not. This implies that most of the increase in individual employment has 
gone to households already engaged in employment, and much less has gone to 
reducing the number of people living in jobless households. In this sense, the 
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FIGURE 2.44 Cumulative change in the share of people living in single-adult households, by country 


Total period change (percentage points) 
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Source: Calculations based on data of LIS Database (Luxembourg Income Study Database), LIS Cross-National Data Center in Luxembourg, 
Luxembourg, http://www.lisdatacenter.org/our-data/lis-database/. 

Note: The share of single adults is calculated as the number of individuals ages 18-65 who are the only adult in the household (regardless of 
whether the individual is working or whether he or she has children) as a percentage of the total working-age population. 


single-breadwinner household model seems to be under pressure because there 
appears to be no significant transformation of jobless households into single-earner 
households, but, rather, there appears to be a greater transformation of single- 
earner households into multiple-earner households. 

Employment no longer guarantees a decent position in the income distribu- 
tion. The share of single-earner households among households with two adults 
has declined across all income groups, replaced in part by dual earner households 
as women have joined the labor market in large numbers (figure 2.46). These 
results echo those of Salverda (2018), who documents the growth in multiple- 
earner households at the top of the distribution across Europe. The need to have 
more than one earner in the household to provide for a decent flow of income and 
the better employment prospects of women because of improved educational 
attainment and changes in social preferences have made the single-male-bread- 
winner household, the stereotype of the postwar European middle class, a rara 
avis in many countries in the region. 


Once a Hallmark of the Middle Class, Economic Security Is Now 
More Elusive 


To quantify the rise in vulnerability to poverty in the EU, the analysis of the size of 
the middle class is extended in three ways. First, vulnerability is estimated sepa- 
rately for two periods: before the global financial crisis (2005-08) and after the 
crisis (2011-14) (figure 2.47). Second, all the countries on which the quality of 
panel data is sufficient—almost all high-income EU countries—have been added 


Are Distributional Tensions Brewing in Europe and Central Asia? 


95 





FIGURE 2.45 Change in the share of people living in single-adult households, by income, France, Italy, Poland 
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Source: Calculations based on data of LIS Database (Luxembourg Income Study Database), LIS Cross-National Data Center in Luxembourg, 
Luxembourg, http://www.lisdatacenter.org/our-data/lis-database/. 
Note: The long dashed vertical line indicates the median disposable household income. The short dashed vertical lines indicate, respectively, 75 
percent and 125 percent of the median. 


FIGURE 2.46 The decline in single-breadwinner households across the region 


Average annual change (percentage points) 


Individuals in couples with one earner 





1.25 
0.75 
0.25 k 
TONERE E PoE oe ee Meee eee ese eS -y- I. 
az Pppp prr 
-0.75 
-1.25 T T T T T T T T T T T T T T T T T T T 1 
Oe ee SS E © S € OR OS $ © & e Se YF FS L 
Se SS © Sew Cee ee eer EC Ses 
$ g & Ss S S S x 9 
č S oo 
© 


E Lower class (below 75% of median income) {—™ Middle class (between 75% and 125% of median income) {gf Upper class (more than 125% of median income) 


96 Toward a New Social Contract 


to the calculation of the thresholds for membership in the middle class.45 Third, a 
poverty line of US$21.70-a-day PPP is adopted (instead of the US$5.50 line used 
above). This corresponds to a newly defined international poverty line for high- 
income countries, which is roughly equal to the EU’s regional poverty line (the at- 
risk-of-poverty measure).*° Given this higher poverty line, the middle-class 
threshold also increases to US$37-a-day PPP, based on the approach used above. 
This poverty line replaces the threshold of US$11-a-day PPP, which is based on 
panel data on Bulgaria, Croatia, and Romania (box 2.9). These countries are among 
the poorest in the EU (though not the poorest in Europe and Central Asia); so, the 
earlier approach provides a definition of the middle class in absolute terms that 
can be applied to a large group of countries in Europe and Central Asia. Here, the 
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Source: Based on data of EU-SILC (European Union Statistics on Income and Living Conditions) 
(database), Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/web 
/microdata/european-union-statistics-on-income-and-living-conditions. 

Note: The two curves in the figure have been obtained using pooled data for Austria, Belgium, Bulgaria, 
Cypress, Denmark, Estonia, France, Greece, Hungary, Iceland, Latvia, Lithuania, Netherlands, Norway, 
Poland, Slovak Republic, Slovenia, and Spain during the two periods indicated. 


BOX 2.9 Defining the Absolute Middle-Class Threshold, a 
Vulnerability Approach 


Absolute thresholds of the middle class based on 
vulnerability to poverty are defined using panel 
data. Specifically, the probability of falling into pov- 
erty or remaining poor (at US$5.50-a-day PPP), 
over an established period is estimated using the 
EU-SILC’s four-year panels for a sample of 


countries.? The income level associated with a 
spectrum of probabilities is then identified. This 
approach allows falling into poverty to be to mod- 
eled with various household and individual charac- 
teristics that capture lifetime income and stocks 
(assets) rather than only income flows, and the 
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BOX 2.9 Defining the Absolute Middle-Class Threshold, a Vulnerability 


Approach (continued) 


same variables are used to predict levels of income. 
Thus, vulnerability is not only a function of income, 
but also of income-generating assets. 

In defining the absolute middle-class thresholds 
used throughout the chapter (and changes in the 
composition of the middle class over time), panel 
data are pooled across an eight-year period that 
captures the 2008-09 global financial crisis, the 
postcrisis, and the recovery periods for the three 
poorest countries in the European Union (Bulgaria, 
Croatia, and Romania) to identify the predicted 
income level associated with different quantiles of 
the poverty probability distribution. The lower 
threshold is defined as the predicted income associ- 
ated with a 5 percent or greater probability of falling 
into poverty, which is what is observed in poverty 
transition matrices for the set of three countries. 

For example, the probability of falling into pov- 
erty (conditional on being nonpoor) between 2009 
and 2012 stood at 9 percent in Romania, but this 
dropped to 4 percent and 5 percent in 2010-13 


and 2011-14, respectively, highlighting the impact 
of the crisis. The same methodology can be used 
to determine how vulnerability to poverty has 
changed since before the crisis, especially by eval- 
uating the income level associated with the middle 
class at different points in time. 

Figure B2.9.1 plots, for Romania, the relation- 
ship between the predicted income per capita in 
2011 U.S. dollars purchasing power parity (PPP) 
and the probability of falling into poverty. The data 
are split into 50 quantiles, and the mean predicted 
income and mean probability are plotted for each 
of the 50 cells. The figure shows that, for a given 
probability of falling into poverty (set at 5 percent, 
which is the average probability of transitioning 
from poor to nonpoor across the three countries 
and the entire period), an income level above 
which an individual could be considered mid- 
dle class can be identified: the average for the 
three countries is US$11 a day if all panels are 
pooled, though it is slightly lower in Romania. 


FIGURE B2.9.1 The vulnerability-income function: identifying the 


middle-class threshold 


Daily income per capita (2011 US$ PPP) 
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a. See EU-SILC (European Union Statistics on Income and Living Conditions) (database), Eurostat, European Commission, 
Luxembourg, http://ec.europa.eu/eurostat/web/microdata/european-union-statistics-on-income-and-living-conditions. 
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focus is on vulnerability in high-income countries; so, a poverty line and definition 
of the middle class that are more appropriate for high-income countries is used. 

For a given income, the probability of falling into poverty has increased in the 
region or, conversely, more income is needed to maintain the same probability of 
falling into poverty. Thus, in figure 2.47, the vulnerability curve in the more recent 
period has shifted above and to the right of the curve in the earlier period. The 
income associated with an 8 percent probability of falling into poverty rose from 
US$34 a day in 2005-08 to US$40 a day in 2011-14 (table 2.2).47 A 20 percent 
increase in the initial income is needed to counteract the greater vulnerability. This 
insurance premium varies across countries. In Bulgaria and Latvia, it is more than 
double the initial income. The rise in vulnerability is consistent with perceptions 
that people are increasingly less likely to feel they belong to the middle class, even 
though their income or consumption suggests they do.48 

Rising distributional tensions are also evident in the fact that many people with 
qualifications that made them part of the middle class before the crisis are now at risk 
of falling into poverty (figure 2.48). The educational and occupational profile of the 
group of individuals who are vulnerable to falling into poverty (that is, those individu- 
als who are at or near the lower threshold of the high-income middle class) changed 
substantially between the precrisis and postcrisis periods. For example, the share of 


TABLE 2.2 Income Associated with an 8 Percent Probability of Falling 
into Poverty 





Probability of falling into 








Country Predicted income, US$ PPP poverty, percent 
2005-08 2011-14. 2005-08 2011-14 
Eastern Europe 
Bulgaria 14 32 9 9 
Estonia 21 36 8 8 
Poland 31 32 7 8 
Hungary 30 32 8 9 
Slovak Republic 20 31 10 7 
Slovenia 33 39 8 8 
Southern Europe 
Greece 40 43 8 9 
Cyprus 54 46 8 8 
Spain 32 47 8 8 
Continental Europe 
Austria 41 51 8 8 
France 32 37 8 8 
Belgium 37 36 8 8 
Netherlands 38 42 8 8 
Nordic Europe 
Denmark 42 44 8 9 
Iceland 37 50 3 8 
Lithuania 25 29 7 9 
Latvia 22 44 8 7 
Norway 48 56 J: 9 
European Union 34 40 8 8 





Source: Based on data of EU-SILC (European Union Statistics on Income and Living Conditions) 
(database), Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/web 
/microdata/european-union-statistics-on-income-and-living-conditions. 

Note: The quantile selected is based on the probability closest to 8 percent (by country panel). 
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Source: Calculations based on data of EU-SILC (European Union Statistics on Income and Living 
Conditions) (database), Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat 
/web/microdata/european-union-statistics-on-income-and-living-conditions. 


the vulnerable population with upper-secondary education or higher rose (6 and 
7 percentage points for upper-secondary and tertiary, respectively), while the share 
of the vulnerable population with lower secondary or less declined by an even greater 
magnitude (8 and 4 percentage points with primary or less and lower-secondary, 
respectively). The share of professionals and support, service, or sales workers 
increased by 3 percentage points between the precrisis and postcrisis periods, while 
the share of individuals with elementary occupations fell by 5 percentage points. 
Thus, people who are vulnerable to poverty have the skills that once made them part 
of the middle class, but now those skills are not sufficient to achieve middle-class 
status. 

Is the state equipped to reduce the emerging distributional tensions that have 
increased economic insecurity and access to economic opportunities among 
some groups, making the middle class more elusive? Many social protection policy 
instruments are designed to support or explicitly target specific groups of individu- 
als or households. If the composition of these groups or the challenges they face 
are changing, policies may become less effective in responding to and addressing 
inequalities. Chapter 3 explores whether the design of policies is up to the task in 
a context of growing distributional tensions. 


FIGURE 2.48 

The profile of those 
vulnerable to poverty now 
looks like the middle class of 
yesterday 

Percentage point change in 
the share of the vulnerable 
population between the 
precrisis and postcrisis 
periods 
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Annex 2A. Statistical Tables 


TABLE 2A.1 Summary Statistics on Occupational Categories 





Occupations intensive in Occupations intensive in nonroutine, | Occupations intensive in 





routine tasks cognitive tasks nonroutine, manual tasks 
Routine-task intensity index 1.930 0.188 0.079 
O*NET task content indexes 
(average) 
Routine, manual 9.308 6.336 8.191 
Routine, cognitive 9.929 8.973 8.495 
Nonroutine, cognitive, 8.538 10.635 8.734 
personal 
Nonroutine, cognitive, analytical 8.651 11.105 8.120 
Nonroutine, manual, physical 10.867 7.952 11.309 
Nonroutine, manual, personal 2.905 3:513 3.037 
Examples (ISCO 88, submajor Office clerks (41), metal, Corporate managers (12), Personal and protective 
groups) machinery and related physical, mathematical and services workers (51), sales 
trades workers (72), engineering science professionals and services elementary 
stationary-plan and (21), life science and health occupations (91), drivers and 
related operators (81) associate professionals (32) mobile-plant operators (83) 





Sources: Based on Occupation Classifications Crosswalks: From O*NET-SOC to ISCO (database), Institute for Structural Research, Warsaw, April 6, 
2016, http://ibs.org.pl/en/resources/occupation-classifications-crosswalks-from-onet-soc-to-isco/; O*NET OnLine (database), Employment and 
Training Administration, U.S. Department of Labor, Washington, DC, https://www.onetonline.org/. 


TABLE 2A.2 Size of Income Class, by Country 





Population share, percent 














Relative definition Absolute definition 
Country Year 
Lower Middle Upper Lower Middle Upper 

(1) (2) (3) (1) (2) (3) 
Eastern Europe and Central Asia 
Czech Republic 2013 23 47 30 5 57 38 
Estonia 2013 34 29 37 13 55 33 
Georgia 2013 36 26 38 82 16 2 
Poland 2013 29 38 33 22 56 21 
Russian Federation 2013 31 33 35 12 55 32 
Serbia 2013 32 34 34 56 40 4 
Slovak Republic 2013 25 44 31 11 63 26 
Slovenia 2012 28 40 31 4 39 57 
Southern Europe 
Greece 2013 32 34 35 21 53 26 
Italy 2014 32 32 35 12 38 50 
Spain 2013 33 31 36 11 35 54 
Continental Europe 
Austria 2013 26 42 32 1 13 86 
France 2010 27 42 31 2 21 76 
Germany 2013 28 39 33 1 18 81 
Luxembourg 2013 28 39 32 1 9 90 
Netherlands 2013 26 44 30 1 17 81 
British Isles 
Ireland 2010 30 35 34 3 27 70 
United Kingdom 2013 30 34 35 3 28 69 
Nordic Europe 
Denmark 2013 27 44 29 1 10 89 
Finland 2013 27 43 30 1 15 84 
Average 29 38 33 13 33 54 





Source: LIS Database (Luxembourg Income Study Database), LIS Cross-National Data Center in Luxembourg, Luxembourg, http://www 
.lisdatacenter.org/our-data/lis-database/. 
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TABLE 2A.3 Working-Age Population and Old-Age Dependency, by 
Income Class and Country 





Country Years Working-age population rate Old-age dependency ratio 





Lower Middle Upper Lower Middle Upper 





Average annual change Average annual change 
(percentage points) (percentage points) 


(1) (2) (3) (4) (5) (6) 








Eastern Europe and Central Asia 
Czech Republic 1996-2013 0.3 -0.1 -0.1 -0.7 0.7 0.2 








Estonia 2000-2013 -0.4 0.1 0.2 17 0.0 0.0 
Georgia 2010-2013 -0.1 0.3 0.0 -0.2 -1.8 -0.4 
Poland 1995-2013 0.3 0.2 0.1 0.1 0.3 0.0 
Russian 2000-2013 0.1 0.2 0.3 0.2 -0.1 0.1 
Federation 

Serbia 2006-2013 0.3 0.0 -0.4 -0.2 0.4 0.8 
Slovak Republic 2004-2013 0.0 -0.2 0.1 -0.1 0.6 0.5 
Slovenia 1997-2012 0.3 -0.2 0.1 0.0 0.8 0.0 
Southern Europe 

Greece 1995-2013 0.4 -0.3 0.0 -1.0 13 0.4 
Italy 1989-2014 0.2 —0.2 —0.4 —0.2 0.7 0.7 
Spain 1995-2013 0.3 -0.1 -0.1 -0.6 0.5 0.4 
Continental Europe 

Austria 1994-2013 0.2 -0.1 0.0 -0.2 0.4 0.3 
France 1989-2010 0.2 0.0 -0.1 -0.5 0.4 0.2 
Germany 1994-2013 0.1 -0.2 -0.2 0.4 0.9 0.3 
Luxembourg 1991-2013 0.4 0.0 =0:3 -0.7 0.4 0.4 
Netherlands 1999-2013 0.7 -0.1 -0.3 -1.0 1.0 0.1 
British Isles 

Ireland 1994-2010 0.6 0.2 0.2 -0.9 0.2 0.2 
United Kingdom 1991-2013 0.4 -0.1 -0.1 -0.9 0.6 0.2 
Nordic Europe 

Denmark 1995-2013 0.1 -0.3 -0.4 -0.2 0.7 0.2 
Finland 1995-2013 -0.3 -0.2 0.0 0.5 0.7 0.2 
Average 0.2 -0.1 -0.1 -0.2 0.4 0.2 
Notes 


1. The available data do not cover the full period for all countries in the region. 

2. See Milanović (1998) for a more detailed analysis of the changes in inequality during the 
transition in Central and Eastern Europe. Not only did income inequality increase 
strongly, but also income dispersion widened across countries. In 1987-88, the lowest 
Gini index of income inequality was 19 (the Czech Republic), and the highest 26 (Poland). 
In 1993-95, the lowest was 20 (the Slovak Republic), and the highest was 34 (Bulgaria). 

3. See EU-SILC (European Union Statistics on Income and Living Conditions) (database), 
Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/web 
/microdata/european-union-statistics-on-income-and-living-conditions. 

4. This is because the sampling strategies used in household surveys are not suited to 
capture outliers. In some surveys, rare observations are deleted to ensure respondent 
anonymity, and richer individuals are more likely not to respond to some items in the 
survey (Ceriani, Fiorio, and Gigliarano 2013). 
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. Trends in inequality between the rich and the poor have been the focus of much 


academic attention in recent years. The World Inequality Report 2018 (Alvaredo et al. 
2018) is an example of the sort of detailed analysis that is being carried out on vertical 
inequality and on the concentration of income and wealth at the top. 


. See WID (World Inequality Database), Paris School of Economics, Paris, https://wid.world/. 
. In more than half the countries of Europe and Central Asia, a majority of individuals 


surveyed in 2015-16 believed that inequality had widened over the previous four years, 
while most countries actually experienced a decline in inequality over the period 
according to household survey measures of inequality (EBRD 2016). 


. For a recent survey that attempts to measure the relative importance of these three 


factors, see OECD (2017); World Bank (201 6a). 


. The decomposition analysis aims at addressing what if questions. In this case, it is used 


to answer the question, what would the distribution of earnings look like if the only 
change was in occupational structure? 


. Autor (2014) and the World Bank (2016a) use broad occupational categories (1-digit 


level, major groups, of the International Standard Classification of Occupations [ISCO]). 
This report uses the 2-digit classification (submajor groups of ISCO) to capture more 
effectively the differences between occupations (see box 2.2). Data limitations preclude 
the use of the finer 3- and 4-digit classifications for the entire region. 


. The task content approach and the occupational groups approach usually show similar 


results given that, ultimately, they rely on the same information: the distribution of occu- 
pations in the economy. However, some differences may emerge. Occupations with a 
high routine-task intensity usually have a high nonroutine, manual-task intensity, but 
occupations intensive in nonroutine, manual tasks do not necessarily exhibit high rou- 
tine-task intensity. Occupations with a high routine-task intensity index have a nonrou- 
tine, manual physical index of 10.867 (the average for all occupations is 10.29) (annex 
2A). Occupations with a high nonroutine, manual physical index have a routine-task 
intensity index of 0.079, even lower than that of occupations intensive in nonroutine, 
cognitive tasks. This particular correlation of tasks may result, in a context of deroutiniza- 
tion, in a decrease in nonroutine, manual-task intensity in overall employment (as the task 
content approach would show), together with growth in the share of occupations inten- 
sive in nonroutine, manual tasks (as the occupational groups approach would show). 


. See Bussolo, Torre, and Winkler (2018) for an illustration of task intensity along the 


wage distribution and how jobs intensive in nonroutine, manual tasks are among the 
lowest paid in Western Europe. 


. This excludes self-employment. The inclusion of self-employment does not alter the 


general trends. 


. Ridao-Cano and Bodewig (2018) use an alternative grouping of occupations, relying 


not only on task intensity, but also on the skill profile of the workers employed in the 
occupations. They find that employment among low-skill occupations has decreased 
throughout the EU, implying an absence of job polarization. This is because routine 
manual-task—intensive occupations are grouped together with nonroutine 
manual-task—intensive occupations in the low-skill occupational category. In the EU, 
the share of routine manual-task-intensive occupations has declined more than the 
share of nonroutine manual-task—intensive occupations has increased, and the overall 
change in employment among the low-skill group is therefore negative. The classifica- 
tion used in this report relies exclusively on the task intensity of occupations to pro- 
vide a common approach for the whole region and abstract from differences in 
occupation-specific skill demand because there are notable differences across coun- 
tries (for instance, see box 2.4, teachers and drivers). In the classification used here, 
routine manual-task-intensive occupations are included in the middle group given 
the high routine-task intensity of these occupations. 


. This decrease in the share reflects a greater increase in employment in the other two 


occupation categories rather than an actual decrease because the absolute number of 
jobs in all categories rose throughout the period. 
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16. The countries analyzed have been selected based on the availability of wage and occu- 
pation data in 1990-2013 among which there is a gap of at least 10 years between the 
earliest and the latest data. 

17. The International Labour Organization's definition of nonstandard employment includes 
agency work, which is not shown in the figures in this report. 

18. Close to a third of all part-time work is involuntary across the EU. The share is as high 
as 60 percent in crisis-affected economies in Southern Europe (Fries-Tersch, Tugran, 
and Bradley 2017). 

19. The EU15 is Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, 
Italy, Luxembourg, the Netherlands, Portugal, Spain, Sweden, and the United Kingdom. 

20. This analysis is based on techniques developed by Beaudry, Green, and Sand (2014) to 
measure shifts in the wage profile of college graduates in the United States. The analy- 
sis focuses on the labor market earnings of individuals with high school diplomas only 
(International Standard Classification of Education 4) or with at least some tertiary edu- 
cation (International Standard Classification of Education 5 or higher), based on EU-SILC 
data for Southern and Western Europe. See EU-SILC (European Union Statistics on 
Income and Living Conditions) (database), Eurostat, European Commission, 
Luxembourg, http://ec.europa.eu/eurostat/web/microdata/european-union-statistics 
-on-income-and-living-conditions. 

21. This is because shocks to income tend to cumulate, that is, workers who suffer a decline 
in income in one period—for example, losing a job, being out of work for an extended 
period, or having to accept a lower-paying job—are no more likely than others to enjoy 
a rise in income in the next period. Likewise, workers who enjoy an increase in income— 
for example, a rise in the demand for one’s skills—are no more likely to suffer a decline 
in the next period. Thus, the distribution of income becomes more spread out over 
time, leading to a rise in inequality (see Deaton and Paxson 1994). 

22. The authors perform an age-cohort-time decomposition of income inequality in three 
European countries (France, Germany, and Italy) on which consistent long-term data are 
available. 

23. In Italy, the implied Gini coefficient of labor income at age 40 among the cohort born 
in the 1930s is 0.22, while among the cohort born in the 1980s, it is 0.33. In France, 
which experienced a small widening in inequality in overall income, the difference 
between the implied Gini coefficient of labor market income at age 40 among the 
cohort born in the 1930s was 0.23, while among the cohort born in the 1980s, it was 
0.49. In the case of Germany, the corresponding difference is 9 points in the Gini coef- 
ficient among men, but it is close to zero among women. 

24. A welfare index was computed for this study using the 2016 round of LiTS, including 
assets and other proxies of socioeconomic status. For the survey, see LiTS (Life in 
Transition Survey) (database), European Bank for Reconstruction and Development, 
London, http://www.ebrd.com/what-we-do/economic-research-and-data/data/lits 
html. 

25. This inequality decomposition relies on the methodology demonstrated in Elbers, 
Lanjouw, and Lanjouw (2003). 

26. Data of EU poverty maps (for instance, see Simler 2016); EU-SILC (European Union 
Statistics on Income and Living Conditions) (database), Eurostat, European Commission, 
Luxembourg, http://ec.europa.eu/eurostat/web/microdata/european-union 
-statistics-on-income-and-living-conditions. 

27. See PISA (Programme for International Student Assessment) (database), Organisation 
for Economic Co-operation and Development, Paris, http://www.oecd.org/pisa 
/pisaproducts/. 

28. Data for 2014 from OECD (2016). 

29. For Italy and other EU countries, see Ridao-Cano and Bodewig (2018). For Kazakhstan, 
see World Bank (20170). 

30. For an empirical analysis of the relationship between inequality of opportunity and 
growth in a sample of U.S. states, see Marrero and Rodriguez (2013), who decompose 
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31. 


32. 


33. 


34. 


35. 


36. 


STA 


38. 


39; 


40. 


41. 


total inequality into inequality of opportunity and inequality of effort, showing that the 
GDP per capita growth rate is negatively correlated with the former and positively cor- 
related with the latter. A similar line of research has been followed by Ferreira et al. 
(2014) through a cross-country analysis involving a sample of 84 countries. 

Checchi, Peragine, and Serlenga (2016) use the EU-SILC database to examine family back- 
ground, gender, age, and country of origin as circumstances outside one’s control. For the 
database, see EU-SILC (European Union Statistics on Income and Living Conditions) 
(database), Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat 
/web/microdata/european-union-statistics-on-income-and-living-conditions. 

The analysis is based on a dataset compiled by the Luxembourg Income Study and on the 
following primary national surveys. France: Household Budget Survey conducted by the 
Banque de France in 1978-2005 and consisting of six surveys covering 97,306 individuals. 
Germany: German Socio-economic Panel, consisting of 11 surveys in 1984-2013 covering 
156,338 individuals. Italy: Survey on Household Incomes and Wealth collected by the 
Bank of Italy in 1993-2014 and consisting of 11 surveys covering 112,690 individuals. 
Switzerland: Swiss Household Panel consisting of six surveys in 1999-2014, covering 
43,102 individuals. United Kingdom: the British Household Panel and, after 2009, the 
Understanding Society-Household Longitudinal Survey, consisting of 24 waves in 1991- 
2014, originally covering 434,253 individuals. The analysis examined family background, 
gender, age, and place of birth as circumstances beyond the control of the individual. 
The analysis is based on Deaton’s decomposition of inequality of opportunity (Deaton 
1997; Bussolo, Checchi, and Peragine 2018). 

The analysis is based on an estimation of a structural model of inequality of opportunity 
in which it is assumed that parental background affects the incomes of the children directly 
(through education) and indirectly (through networking, education quality, role models, 
and the like). Inequality of opportunity is measured by either the standard deviation of 
logs or the mean log deviation. See Bussolo, Checchi, and Peragine (2018) for details. 
The analysis is based on three waves of the LITS (2006, 2010, 2016) and focuses on 15 
countries in three macroregions (Eastern Europe, Central Asia and the Caucasus, and 
Russia). The study involves about 40,000 individuals divided into five 10-year cohorts 
to detect 50-year trends starting with individuals born in 1945; the last cohort includes 
individuals who began their education after the fall of the Berlin Wall). Brock, Peragine, 
and Tonini (2016) consider gender, birthplace, and ethnic and family background as 
circumstances beyond one’s control. For the LiTS, see LiTS (Life in Transition Survey) 
(database), European Bank for Reconstruction and Development, London, http://www 
.ebrd.com/what-we-do/economic-research-and-data/data/lits.html. 

See LITS (Life in Transition Survey) (database), European Bank for Reconstruction and 
Development, London, http://www.ebrd.com/what-we-do/economic-research-and 
-data/data/lits.html. 

However, comparisons of inequality of opportunity across countries are hampered because 
the relevant studies rely on different methodologies, outcomes, and circumstances. See 
EqualChances.org (database), University of Bari and World Bank, Washington, DC, http:// 
www.equalchances.org/. The database is the first online repository of internationally 
comparable information on inequality of opportunity and socioeconomic mobility. 

The analysis is based on the 2006, 2010, and 2016 waves, LiTS (Life in Transition Survey) 
(database), European Bank for Reconstruction and Development, London, http://www 
.ebrd.com/what-we-do/economic-research-and-data/data/lits.html. 

The outcome of interest is a binary variable that takes the value of 1 if the individual has 
attained some tertiary education and O otherwise. The circumstances considered are 
gender, birthplace, and ethnic and family background. 

The LIS consists of a harmonization effort across household surveys around the world. 
Presently, the collection of harmonized microdata includes about 50 countries and 
spans over five decades. See LIS Database (Luxembourg Income Study Database), LIS 
Cross-National Data Center in Luxembourg, Luxembourg, http://www.lisdatacenter 
.org/our-data/lis-database/. 

The estimates are based on panel data of the EU-SILC surveys. See EU-SILC 
(European Union Statistics on Income and Living Conditions) (database), Eurostat, 
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42. 


43. 


44. 


45. 


46. 


47. 


48. 


European Commission, Luxembourg, http://ec.europa.eu/eurostat/web/microdata 
/european-union-statistics-on-income-and-living-conditions. 

Countries included in this calculation are Albania, Armenia, Bosnia and Herzegovina, 
Bulgaria, Belarus, Estonia, Georgia, Croatia, Hungary, Kazakhstan, Kosovo, the Kyrgyz 
Republic, Lithuania, FYR Macedonia, Moldova, Montenegro, Poland, Romania, Russia, 
Serbia, the Slovak Republic, Slovenia, Tajikistan, and Turkey. 

The vulnerable group accounted for about a third, and the poor for 11 percent of the 
population. 

The ratio of the working-age population to the total population rises with income. The 
more well off show a higher ratio than the middle class, which exhibits a higher ratio 
than the less well off. The ratio is represented by an upward sloping line, as in figure 2.43. 
This can be expected and is derived from a life-cycle approach; see, for instance, 
Attanasio and Székely (2000) for an example of these life-cycle approaches to house- 
hold analysis. As they pass through the life cycle, individuals have less income when 
they are young, reach a maximum around at around ages 55-60, and their incomes 
tend to level off or decline in the later parts of their lives. Similarly, at the beginning of 
their formation, households tend to include adults who are working and providing for 
young dependents. Later the offspring leave the household, while the parent(s) con- 
tinue to work. Finally, the parents quit working. So, for both individuals and households, 
the life cycle of income follows a rising line that flattens at the end, almost an inverted 
U pattern. This is why working-age people are overrepresented at the higher quantiles 
of the distribution and underrepresented at the bottom, giving rise to the upward slop- 
ing line of the working-age population. 

The EU countries on which the quality of panel data is adequate include Austria, 
Belgium, Bulgaria, Cyprus, Denmark, Estonia, France, Greece, Hungary, Iceland, Latvia, 
Lithuania, the Netherlands, Norway, Poland, the Slovak Republic, Slovenia, and Spain. 
Several new member states are not included. For a handful of countries on which there 
are precrisis panel data, which excludes a number of new member countries, longitudi- 
nal weights were either missing for some years or could not be generated in a way 
consistent with the process used with the remaining countries. 

The measures capture individuals whose income is less than 60 percent of the median 
of equivalized disposable income. World Bank (2018b) follows Jolliffe and Prydz’s 
(2016) methodology to establish a poverty line for this group of countries, which is 
US$23.50-a-day PPP. 

The probability level is based on observed transitions into poverty, conditional on being 
nonpoor, during the period. 

The measurement of vulnerability is based on a permanent or long-term level of 
income, not simply on a volatile income flow in a specific year (box 2.9). The thresholds 
shown in table 2.2 predict incomes that an average person with certain assets, living in 
a certain area, and in a typical household could expect to earn in the two periods. The 
increased income needed to maintain the same low probability of falling into poverty 
can be translated into a corresponding expanded accumulation of assets or some 
permanent rise in the returns to those assets. 
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Are Public Policies Equipped to 
Respond to Distributional Tensions? 


This chapter examines whether public policies have dampened or accentuated the 
emerging distributional tensions identified in chapter 2. The failure to address 
these tensions or eliminate policies that exacerbate them may have somber impli- 
cations for the sustainability of the social contract. Three broad policy areas—labor 
markets, taxes and transfers, and barriers to labor mobility—are considered. 
Labor is the main source of income for most individuals. Changes in labor 
markets are a principal driver of the emerging distributional tensions. How have 
labor market regulations, interventions, and institutions evolved, and, especially, 
what has been their role in managing distributional tensions among groups of 
workers and birth cohorts over the last couple of decades? Europe and Central 
Asian countries provide more employment protection and higher job quality 
relative to other parts of the world. Labor market regulations and institutions, such 
as collective wage bargaining, trade unions, and employment protection legisla- 
tion, play an important role in curbing labor market inequality in Europe and 
Central Asia, particularly at the lower end of the wage distribution. However, a key 
finding of the chapter is that partial deregulation of labor markets in the 1980s and 
1990s in many countries of the European Union (EU) contributed to the growth in 
nonstandard employment, thereby reducing job security, especially among 
the young cohorts. In the eastern part of the region, the overall formality of 
employment has expanded from low levels in the mid-1990s. The equalization of 
protection offered across types of contracts has prevented a similar growth in 
nonstandard employment. At the same time, returns to skills have declined in 
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some countries in the east, leading to unmet aspirations and continuing vulnerabil- 
ity among groups of workers. 

Tax and benefit systems in Europe and Central Asia are crucial in reducing the 
inequalities generated by markets. Vertical redistribution, that is, redistribution 
from richer to poorer individuals in an economy, is significant in the region. This 
redistribution, measured as the difference between the inequality of market 
income and the inequality of disposable income, averages 21 points. This means 
that the tax and benefit systems almost cut in half the inequality of individuals’ 
market incomes, a much larger redistribution than in other regions. However, the 
impact of these systems on horizontal redistribution, that is, redistribution that 
reduces disparities between groups, is mixed. For example, when comparing 
their situation in the mid 2000s with the mid 2010s, the losers of job polariza- 
tion—workers in routine-task—intensive occupations and in nonroutine manual- 
task-intensive occupations—received limited support from transfers, but not 
from changes in tax policy. Changes in policy had little impact on changes in the 
incidence of transfers across age-groups in most of Europe and Central Asia. 
However, changes in policy made tax systems more progressive across age- 
groups in Southern and Western Europe, but tended to penalize lower-income 
age-groups, particularly the young, in Central and Eastern Europe. Changes in 
tax and transfer policies in most of Europe and Central Asia benefited dual 
earner households rather than single breadwinner households. 

Barriers to labor mobility may exacerbate the inequality of opportunity associ- 
ated with the birthplace of individuals. Labor mobility within countries is low in 
Europe and Central Asia, and policies often fail to tackle the market failures that 
discourage labor mobility, including high housing costs and underdeveloped 
credit markets that raise the cost of finding affordable housing in potential target 
areas for migration. Cumbersome residence registration requirements may impede 
migrants in accessing government benefits in new locations. The inadequate pro- 
vision of education services in rural areas may make obtaining the qualifications 
required to find good jobs in urban areas difficult. 


Labor Markets Are Changing, and Policy Is Not 
Ensuring Equal Protection 


A dynamic labor market is a central element of the promise of the social contract. 
For most people, labor income is the largest component of overall income; so, the 
functioning of the labor market and resulting labor outcomes have a large impact 
on welfare. Enhancing the efficiency of job matching helps workers move on to 
better opportunities and assists firms in finding appropriate skills, thereby raising 
productivity. However, a very dynamic labor market may also result in significant 
losses among the workers who lose their jobs and are unable to locate new 
opportunities. 

Labor market policies are critical in curbing inequality. Labor market policies 
can be grouped into three major types: regulations, institutions, and interven- 
tions (table 3.1). Labor market regulations and institutions (such as collective 
wage bargaining, trade unions, employment protection legislation) are essential 
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TABLE 3.1 A Typology of Labor Market Policy Instruments 








Regulations: set legal Institutions: formulate, Interventions: correct other 

employment conditions; enforce, and implement market failures 

direct costs borne mainly regulations and 

by firms interventions 

Statutory wage floors Presence of unions Earned income tax credits 

Mandated individual Coverage of collective Unemployment insurance 

savings bargaining and assistance 

Restrictions on hiring and — Jurisdiction of labor courts Wage (hiring or retention) 

contracting subsidies 

Restrictions on dismissals Role of social partners Other public employment 
programs, such as training 

Procedural requirements Intermediation and other 

for dismissals job-search assistance 

Financial obligations upon 

dismissal 





Source: Adapted from World Bank 2002. 


in protecting workers and in reducing wage inequality, especially at the lower end 
of the wage distribution (Autor, Manning, and Smith 2010; Betcherman 2015; 
Checchi and García-Peñalosa 2010; Pontusson, Rueda, and Way 2002; Wallerstein 
1999). They may also affect adjustments in the level of employment and in hours 
worked in response to a macroeconomic or structural shock. Labor market inter- 
ventions can be significant in supporting the incomes of unemployed workers 
and helping workers find jobs. In several countries, effective active labor market 
policies have facilitated transitions into jobs among workers affected by the relax- 
ation of employment protections (OECD 2015). 

Policy needs to keep pace with changes in the labor market. Given the impor- 
tance of a stable income in people's perceptions of well-being, transformations 
in the labor market, such as declining job stability and shifts in occupational 
structure, pose a major challenge to the social contract. These phenomena affect 
age cohorts differently, thereby accentuating the inequality between younger 
and older generations. Analysis of the structure of and trends in labor market 
policies across the region can provide critical information for understanding their 
shortcomings in the face of growing job insecurity, thereby indicating directions 
for policy. 


Reforms Are Needed so Labor Market Institutions May Maintain 
Their Relevance 


Key labor market institutions, such as trade unions, have been central to the opera- 
tion of the labor market in the region. Union membership, that is, union density, 
and the coverage of collective bargaining have been critical in wage setting in 
most EU countries. The process for setting the minimum wage involves some form 
of collective consultation and agreement in many countries in Europe. For instance, 
in Austria, Finland, Italy, and Sweden, there is no general minimum wage. Instead, 
in Italy and Sweden, the minimum wage within sectors is fixed by sectoral collec- 
tive agreements or tripartite wage boards. In Austria and Finland, the minimum 
wage is set by nationwide agreement between unions and employers. In contrast, 
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FIGURE 3.1 
Union membership 


a. Union membership has been declining in recent decades 
Trade union density in countries of the OECD and Europe and Central Asia 
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b. Collective bargaining coverage has remained relatively stable 
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in Bulgaria, Hungary, and Lithuania, the minimum wage is set by the government 
after a nonbinding tripartite consultation process.' These labor market institutions 
have contributed greatly to reducing earnings inequality; countries with more cen- 
tralized wage bargaining systems exhibit less wage inequality (European 
Commission 2014). The spillovers from the presence of strong labor market institu- 
tions is also a positive factor. The agreements on wages often apply not only to the 
groups that were bargaining, but also to other employers and employees within a 
region or sector. Indeed, the majority of employers apply the terms of collective 
contracts to their workforce irrespective of union membership. 

Although union density is declining, the coverage of collective bargaining 
remains wide. Union density rates have fallen substantially in recent decades, par- 
ticularly among eastern EU countries (figure 3.1, panel a). This could partially reflect 
compositional changes because union membership likely differs across cohorts, the 
type of contract (permanent, temporary, part time, and so on), the sector, and even 
gender. Only a few Nordic countries, such as Denmark and Finland, continue to 
show significant union density. While union density is illustrative, it offers a more 
complete picture only if it is combined with the coverage rates of collective bargain- 
ing. Bargaining coverage rates have remained somewhat stable in recent decades, 
at least in some of the larger EU countries, such as France and Italy, while declining 
slightly in other countries, such as Germany and Greece (figure 3.1, panel b). 
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Policies Supply Better Protection and Job Quality than in Other 
Regions... 


Overall, Europe and Central Asia provides more employment protection 
compared with other parts of the world. While clear differences exist within the 
region, countries enjoy better employment protection, more well-regulated 
working hours, and higher firing costs on average, compared with the rest of the 
world (figure 3.2, panel a).2 Countries in Western Europe offer better employ- 
ment protection considering their history and the tradition of the welfare state in 


a. Employment protection 
The distribution of employment protection index, world, 2017 
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these countries. Following their accession to the EU, countries in Central and 
Eastern Europe also strengthened employment protection. Similarly, further 
east, Kazakhstan, the Russian Federation, and Balkan countries, such as Albania 
and Bosnia and Herzegovina, offer greater protection compared with countries 
at similar or higher levels of economic development, such as Brazil, Canada, 
South Africa, and the United States. 

The countries in the region also offer better job quality.? The regulations 
governing the availability and quality of benefits, such as annual, sick, and fam- 
ily leave benefits, in the region provide an average of about 75 percent higher 
job quality compared with the rest of the world (see figure 3.2, panel b). For 
instance, Nordic countries, such as Denmark, Finland, and Sweden, are marked 
by generous annual and family leave policies and income protection in the case 
of job loss. While not quite as generous, the benefits in the Balkans, such as in 
Albania and Montenegro, also tend to be robust for formal sector workers and 
place these countries higher on the job quality index compared with several 
higher-income countries outside the region, including Chile, Japan, and the 
Republic of Korea.4 

Job quality and the extent of protection differs within the region, however. 
The Western European countries continue to provide the greatest job security 
and job quality in the region. In 2005, the EU13 countries (in Central and 
Eastern Europe) had less employment protection compared with Azerbaijan, 
the Kyrgyz Republic, Moldova, and Ukraine.° Nonetheless, overall employment 
protection expanded in the eastern EU following EU accession (figure 3.3). For 
instance, the level of protection in Romania rose from 0.2 standard deviations 
below the regional average in 2008 to almost a full standard deviation above 
the regional average in 2013. Meanwhile, there was also a shift toward less 
protection in the eastern part of the region, most notably in Azerbaijan and the 
Kyrgyz Republic. Thus, in 2008, Azerbaijan allowed fixed term contracts with 
workers performing permanent functions. Furthermore, by 2009, Azerbaijan 
and the Kyrgyz Republic had eased restrictions on redundancy dismissals, for 
example, the elimination of third-party notification and the reassignment obli- 
gation. The latest data indicate that the eastern part of the region, for instance, 
Kazakhstan and Turkey, provides the least amount of job protection within the 
region, although protection remains substantial compared with other regions 
of the world. Changes in the cost of firing underscore the recent shifts within 
the region. 


... but the Policies Have Fueled a Generational Divide in 
the West... 


In Western Europe, partial labor market reforms to foster more flexibility in the 
mid-1990s resulted in a dual labor market. In Belgium, Germany, Italy, and the 
Netherlands, for example, the reforms focused on easing protections on tempo- 
rary contracts, namely, allowing the creation of fixed term contracts for jobs that 
are not temporary and increases in the maximum duration and number of renew- 
als. At the same time, they maintained the protections afforded for permanent 
jobs (figure 3.4). In contrast, other countries, such as Portugal and Spain, adopted 
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a. Employment protection index, 2005 
The distribution of employment protection index, Europe and Central Asia, 2005 
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a broader approach toward flexibility by reducing protections for all workers, 
following the earlier, drastic liberalization of fixed term contracts. These changes 
initially had a small, positive impact on employment, especially among youth, 
during periods of economic growth (Aguirregabiria and Alonso-Borrego 2014; 
Boeri and Garibaldi 2007). However, these reforms created or exacerbated the 
duality in the labor market and lowered permanent employment rates through a 
gradual substitution of permanent with temporary workers and a reduction in con- 
version rates from fixed term to permanent (Bentolila and Dolado 1994; Blanchard 
and Landier 2002). As a result, temporary employment rates rose in many Western 


FIGURE 3.3 
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FIGURE 3.4 

Protections governing 
contracts, Central Asia and 
OECD Europe, 1990-2009 
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a. Protections for temporary contracts were narrowed 
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European countries, including to more than 15 percent of total employment in 
France, the Netherlands, Poland, Portugal, and Spain. Despite the positive effect 
on employment, the reforms appear to have generated few income gains at the 
bottom of the income distribution (Causa, Hermansen, and Ruiz 2016). 

Younger workers experienced a greater rise in temporary contracts relative to 
older workers, exacerbating the intergenerational divide. The majority of workers 
who already had permanent jobs and who were therefore, in some sense, insiders, 
continued to enjoy strong protections, dampening the impact of technological 
change on job losses. Meanwhile, workers newly entering the labor market, 
particularly youth, but also women returning after a break and people who had 
recently lost their jobs, the outsiders, were mostly employed on temporary 
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contracts that were accompanied by much less protection. Indeed, in 2015, more 
than half the younger workers (ages 15-24) in, for instance, France, Germany, Italy, 
and the Netherlands had temporary contracts, and the share reached 70 percent 
or more in Poland, Slovenia, and Spain. In addition to experiencing less job 
security, workers with temporary contracts in the EU earned 14 percent less than 
workers with open-ended contracts (European Commission 2010). The duration of 
temporary employment among younger workers is rising, while the transition from 
temporary to permanent employment, whereby temporary employment acts as 
a stepping-stone, is limited to fewer than one worker in five in most countries 
(Fries-Tersch, Tugran, and Bradley 2017). 

Policies in the western part of the region that reduced job protections also 
contributed to shorter job tenure among regular employees, thereby raising job 
insecurity for all. Tenure has decreased by an average of 1.5 years among younger 
cohorts over the past two decades.® Evidence of the importance of various factors 
in the rise of nonstandard employment and shorter tenure can be seen in the 
Europe and Central Asia region and in the United States. In the United States, 
despite the lack of recent policy reforms to boost labor market flexibility, all the 
net employment growth in the past decade (2005-15) occurred in nonstandard 
employment, such as temporary help agency workers, on-call workers, contract 
workers, and freelancers (Katz and Krueger 2016). In the western part of Europe 
and Central Asia, a rise in the ratio of exports plus imports over gross domestic 
product (GDP) by 10 percentage points was associated with a narrowing in tenure 
by 0.35 years, about four months. A decline in employment protection by 1— 
equivalent to the difference between the more well-protected 75th percentile to 
the 25th percentile in a sample of 29 countries—cut into tenure by a half year. 
A fall in GDP growth by 1 percentage point is predicted to reduce tenure by a bit 
less than a month. The rise of information and communication technology in the 
production process does not appear to have any significant effect (Bussolo, 
Capelle, and Winkler 2018). These results suggest that the large changes in the 
macroeconomic and labor market environment in Europe in the last 40 years and 
the policies that have accompanied them may have pushed the generations fur- 
ther apart in job tenure and job security. 

Labor market policies in the western part of the region have fallen short in 
mitigating the greater vulnerability among workers. Workers in nonstandard 
employment contracts are more likely than workers in permanent jobs to suffer 
career interruptions, shorter employment spells, and lower lifetime earnings and 
to have less access to income protection and income-smoothing mechanisms, 
such as unemployment insurance. Eligibility for unemployment insurance benefits 
requires 9 months of contributions over the previous 12 months in Latvia and 
26 weeks of contributions over the previous 36 weeks in the Netherlands; such 
requirements are often difficult for workers with nonstandard contracts to meet. 
The shorter employment spells and frequent job changes also impair the acquisi- 
tion of human capital, especially firm-specific skills, given that firms have less 
incentive to invest in the training of nonstandard workers, partly because of the 
limited time of the workers on the job. Thus, the rise in nonstandard contracts may 
explain some of the decline in the returns to experience documented in chapter 2. 
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The main driver of structural transformation in the labor market may differ drasti- 
cally across countries, depending on the occupational structure, skill profiles, 
amount of technology adaption, labor market institutions, and regulations. 
Box 3.1 illustrates the role that regulations and institutions have in the structural 
transformation of labor markets by comparing the experience of France and the 
United States. 

Some countries have recently attempted to reduce duality in the labor market. 
Concerns over equity and efficiency, especially following the global financial 
crisis, have led to efforts to reduce labor market segmentation in Western Europe— 
insider: well-protected, open-ended contracts; outsider: less well-protected, 
temporary contracts—and to constrain the growth in temporary employment in 
Estonia, Italy, the Netherlands, Slovenia, and Spain. These efforts have focused on 
reducing the protection afforded to those in open-ended contracts or increasing 
the protection for temporary workers. Italy undertook a major reform to control 
segmentation (box 3.2). An employment relations act was passed in Slovenia in 
2013 to narrow labor market segmentation, promote flexibility, and strengthen the 
legal protection of workers. The law aimed at limiting the difference in protection 
between workers on permanent versus temporary contracts by raising the protec- 
tion for temporary workers (for example, requiring greater employer contributions 


BOX 3.1 Labor Market Institutions Pick the Winners, France versus the 


United States 


In France and the United States, task-biased tech- 
nological change has led to changes in labor 
demand, while rising educational attainment has 
altered labor supply, generating job polarization. 
These forces have resulted in similar changes in the 
employment shares in the two countries, but differ- 
ent changes in levels of employment. 

In the United States, overall employment 
increased, and the main winners were highly skilled 
workers involved in nonroutine cognitive or interper- 
sonal tasks and, at the lower end, workers active in 
nonroutine manual tasks. By contrast, employment 
fell and wages declined among individuals working 
on routine tasks, and low levels of protection and 
generosity afforded by labor market institutions did 
not sufficiently compensate for the losses. 

In France, overall employment opportunities 
fell. Despite this and similar to the United States, 
high-skilled individuals working on nonroutine 


Source: Based on Albertini et al. 2017. 


tasks and workers involved in manual tasks enjoyed 
welfare gains. Among individuals working on rou- 
tine tasks, the more highly skilled also obtained 
welfare gains. Stringent employment protection 
ensured they did not lose their jobs, and the mini- 
mum wage ensured that compensation rose. 
Individuals with fewer skills who could potentially 
work in routine occupations lost out. Insiders were 
protected, but unemployment increased among 
outsiders. 

Recent reforms undertaken in France to 
reduce labor market protections will allow new 
entrants into the labor market and those with 
lower skills to benefit from economic growth. 
Meanwhile, better labor market protection, more 
generous compensation in the case of job loss, 
and better retraining opportunities could help 
individuals working on routine tasks in the United 
States. 
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BOX 3.2 Italy: Toward One Type of Employment Contract 


Labor force participation has been low and 
unemployment high in Italy in recent decades. The 
government undertook a series of reforms in the 
1990s and 2000s to increase labor market flexibility 
and raise employment and labor productivity. The 
reforms deregulated the use of temporary con- 
tracts, while maintaining strict firing rules on the 
existing stock of permanent workers. This was a 
political compromise to meet the demands of both 
employers and worker unions. However, the liberal- 
ization process resulted in labor market duality; 
the labor market was deeply segmented between 
well-protected insiders and precarious outsiders. 

The introduction of temporary and atypical 
contracts was key in the rise of labor market duality. 
In 1997, the Treu reforms loosened regulations on 
the conversion of fixed term contracts to open- 
ended contracts. These measures increased flexi- 
bility at the margin by introducing temporary 
contracts and incentivizing part-time work. In 2001, 
legislation was passed to allow temporary and 
fixed term contracts as long as their rationale was 
explicitly stated in writing. In 2003, the Biagi 
reforms introduced new forms of atypical work 
arrangements and further deregulated fixed term 
contracts. 

Most of the reforms in employment protection 
during this time were introduced at the margin, 
that is, they were applicable to new hires only. 
Workers hired under fixed term contracts also 
experienced inferior working conditions and less 
labor security. The losers were the usual outsiders: 
women, youth, and the long-term unemployed. 
During the global financial crisis, the largest share 
of employment creation was in temporary and non- 
standard contracts. 

The Jobs Act, the most far-reaching reform to 
date to tackle labor market duality, was introduced 
in 2014. While the Fornero law, enacted in 2012, 


Source: Based on Gatti et al. 2017. 


revised the rigid dismissal scheme for open-ended 
contracts and abolished certain atypical contracts, 
it was considered a missed opportunity for several 
reasons, including the complex wording and weak 
enforcement. Meanwhile, the Jobs Act represented 
the most wide-ranging labor market reform since 
the introduction of the labor code in the 1970s. It 
aimed to strike a better balance between employ- 
ment protection and minimal rights for all workers 
and covered a comprehensive set of issues: labor 
contracts, labor taxation and incentives, unemploy- 
ment insurance, active labor market polices, public 
employment services, and labor inspections. 

The cornerstone of the Jobs Act was the 
introduction of a new open-ended employment 
contract for all. The new open-ended contract 
offers greater protection and recognizes more 
rights (vacation, sick leave, unemployment insur- 
ance, and so on) for new hires or temporary work- 
ers converted to open-ended contracts. There was 
an effort to encourage employers to hire on open- 
ended contracts by reducing the cost of doing so. 
For instance, employers were given tax incentives 
to hire new workers on or convert current workers 
to the new open-ended contracts. While the exist- 
ing permanent contracts were grandfathered, 
almost all other atypical forms of contracts were 
abolished. Regulation capped temporary workers 
at 20 percent of employees in each firm, with strict 
penalties for exceeding this limit. Additionally, 
other forms of precarious freelance contracts were 
either abolished or reduced in scope. Apart from 
guaranteeing a minimum set of rights, the new 
contract provided severance pay proportional to 
tenure if a worker was dismissed for economic reasons 
and established maximum monetary indemnifica- 
tion of workers for any form of unjust dismissal. 
Preliminary evidence shows that the Jobs Act 
contributed to employment growth in 2015-16. 
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to unemployment insurance), while decreasing protections for permanent workers 
(for instance, easing dismissal procedures, decreasing severance pay). Similarly, 
the Netherlands introduced a cap on severance payments or damages for unfair 
dismissal and boosting the protection for temporary workers. 

While it is too early to assess the impact of these reforms, they usually did not 
eliminate duality in the labor market. The impact of most reforms was limited, 
given the strong labor market institutions and the power of various interest groups. 
In some cases, the reforms were introduced, but implementation lagged. In almost 
all countries, the reforms reduced, but did not eliminate the difference in levels of 
protection between different contracts. The exception was Italy's far-reaching 
reform program (see box 3.2). Whether the various impacts persist, especially dur- 
ing a future recession, remains to be seen. The duality in labor markets in the 
western part of Europe and Central Asia, if unaddressed, is likely to continue to 
exacerbate the generational divide by increasing the insecurity facing younger 
workers. 

Labor market interventions that support workers in seeking or retaining jobs are 
not adequate in the face of changing skill demands. Labor market interventions 
include active measures (active labor market programs and labor market services, 
such as intermediation) and passive measures (unemployment insurance or unem- 
ployment assistance benefits). The active measures may be critical in reducing 
frictions in the labor market stemming from high search costs by providing support 
to workers in improving employability, avoiding deterioration in skills, shortening 
unemployment spells, and remaining attached to the labor market. Unemployment 
benefits—insurance or assistance—provide income smoothing through unem- 
ployment spells, which can facilitate better job matching. 

The level and composition of spending on labor market interventions vary 
widely across the region, indicating the significant differences in the levels and 
types of support available. As of 2015, overall spending on labor market interven- 
tions in the EU ranged from 0.2 percent of GDP in Romania to 3.3 percent of GDP 
in Denmark, with an average of 1.5 percent across the 28 countries of the European 
Union (figure 3.5). Passive measures account for the majority of spending (at an 
average of 0.9 percent of GDP); the lowest levels are in Central Europe and the 
Baltic States, reflecting the de facto emphasis on income protection and income- 
smoothing measures and high coverage across the western part of the region.’ 
The passive measures are also considered automatic stabilizers, that is, expanding 
during economic downturns to help smooth consumption and mitigate adverse 
impacts and contracting during recovery. The large spike in the associated spend- 
ing in most countries in 2010 reflects this role, especially in Central and Southern 
Europe and in Ireland, which were hit hardest by the 2008-09 global financial cri- 
sis. Spending on passive measures has contracted since then (from an average of 
1.1 percent of GDP in 2010 to 0.9 percent of GDP), partly because of the economic 
recovery, but also a lapse in benefits for the long-term unemployed, leaving a 
significant share of the long-term unemployed in need of support. 

The low spending on active measures translates into low coverage. Many who 
need support are not covered by existing programs. Some countries, such as 
Greece, Hungary (which implemented a large public works program as a main 
active measure), Poland, and Spain boosted spending on active measures, 
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Labor market spending as percentage of GDP 2005, 2010, 2015, EU countries 
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Source: Calculations using data of Eurostat Statistics (database), Eurostat, European Commission, 
Luxembourg, http://ec.europa.eu/eurostat/web/main/home. 

Note: EU15 = Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, 
Luxembourg, Netherlands, Portugal, Spain, Sweden, and United Kingdom; EU28 (the current country 
composition of the EU) = Austria, Belgium, Bulgaria, Croatia, Cyprus, Czech Republic, Denmark, 
Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, 
Malta, Netherlands, Poland, Portugal, Romania, Slovak Republic, Slovenia, Spain, Sweden, and 
United Kingdom. EU = European Union; GDP = gross domestic product. 


especially after the onset of the 2008-09 global financial crisis, and the Nordic 
countries have maintained high levels of spending. Nonetheless, spending on 
active measures in the EU averages only about 0.35 percent of GDP. For instance, 
in Greece, despite a rise in spending on a range of active labor market programs, 
the coverage and types of programs available remain inadequate. As of 2014, active 
measures serve only a small portion (about 10 percent) of registered job-seekers 
(Millán, Ovadiya, and Isik-Dikmelik 2017). 

Moreover, even if a mix of programs exists, they are not always targeted on 
needs, limiting their effectiveness (World Bank 2017). Spending on active labor 
market programs in 12 EU countries was skewed toward relatively well-educated or 
skilled youth who were unemployed for a short period, rather than the low-edu- 
cated, long-term unemployed with little work experience. For instance, in Croatia, 
low educational attainment was identified as a major barrier to employment, espe- 
cially among youth and the long-term unemployed. However, active labor market 
programs primarily benefited individuals with more skills and greater labor market 
attachment, such as people who had been unemployed for less than six months, 
which reduced the impact of the programs (Ovadiya and Vandeninden 2017). In 
Bulgaria, the majority of employment promotion measures are targeted at the 
registered unemployed, and the number and availability of programs addressing 
complex needs, such as mobility and access to work experience, appear to be 
limited (Karacsony, Vandeninden, and Ovadiya 2017). 

The inadequacy of existing programs in confronting current needs, coupled 
with the reduced job security faced by particular groups, indicates that labor mar- 
ket interventions should be rethought. While the building blocks of robust labor 
market interventions appear to exist in many countries in the region, the programs 


FIGURE 3.5 

Spending on labor market 
interventions varies across 
the region 
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suffer from problems in financing, design, and, particularly, in matching needs, 
which limits effectiveness. The transformations in the labor market and the result- 
ing decline in job security require a comprehensive review of labor market inter- 
ventions. For instance, the changes in the task content of jobs described in 
chapter 2 reflect the changes in the skills demanded in the labor market, thereby 
highlighting the need to reskill. However, the rise in temporary contracts has 
reduced the incentives among firms to invest in training and the opportunities for 
workers to build firm-specific skills on the job. The role of unemployment benefits 
might be refocused relative to the broader safety net, and active measures might 
be redesigned, including strengthening the links between training programs and 
the education system to provide retraining and lifelong learning opportunities, as 
well as incentives to employers to invest in training. 


... and, in the East, Economic Insecurity Is Manifested Differently 


Unlike the experience of the western part of the region, the transition to a mar- 
ket economy in the eastern part of the region was associated with a rise in 
overall employment protection, especially among workers in temporary employ- 
ment. The labor markets in the eastern part of the region, particularly in the 
former Soviet Union economies, were distinctly different from their Western 
European counterparts because of the lack of open unemployment and a per- 
sistently tight labor market. Thus, contrary to popular belief, pretransition 
employment protection was more flexible in the east than in the west in certain 
dimensions, such as the regulation of temporary contracts and collective dis- 
missals, but more rigid in other dimensions, such as allowing or paying for over- 
time. In the early transition to a market-based economy, these gaps, especially 
in the protection for temporary contracts, were addressed, leading to greater 
employment protection (figure 3.6). 

Reforms in the early 2000s to liberalize labor markets focused on narrowing 
the protections for permanent employment and thereby reducing labor market 
duality. Reforms that provided more flexibility in permanent employment were 
implemented in the Baltic States and the rest of the former Soviet Union econo- 
mies, except for Azerbaijan and Ukraine, while protections for temporary 
employment were left untouched or were expanded, except in the Kyrgyz 
Republic, Russia, and Turkmenistan. As a result, average protections from 1990 
to 2009 almost tripled for temporary contracts, while declining by 25 percent for 
permanent contracts. Thus, in contrast to Western Europe, the insider-outsider 
segmentation in the labor market was reduced in the eastern part of the region. 

Likewise in contrast to the west, policy changes in the east were associated 
with a decline in nonstandard employment, although many workers were still 
vulnerable. The drop-off in nonstandard employment was led by the substantial 
shrinkage in the share of nonstandard employment in particular occupations, 
such as skilled agricultural workers, plant and machine operators, and, to a 
lesser degree, elementary occupations, likely indicating a shift to more standard 
forms of employment in these occupations. Unlike in the west, labor market 
reforms may have prevented the growth of temporary employment by reducing 
the difference in protection between temporary and permanent contracts. 


Are Public Policies Equipped to Respond to Distributional Tensions? 


127 





a. Protection for temporary contracts increased 


Strictness of employment protection, temporary contracts (TC) 
Former Soviet Union economies, 1990-2009 
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Source: World Bank calculations based on data of Muravyev 2010. 


Nonetheless, a gap still exists, which has the potential to contribute to a rise in 
nonstandard employment. Yet, while employment protection measures apply to 
formal workers only, most of these countries still have a sizable informal sector 
(figure 3.7). Changes in employment protection may not have had a large impact 
on the types of contracts, but may have affected the level of informality. For 
instance, the enhanced protection for both permanent and temporary contracts 
in Ukraine in the late 2000s likely contributed to the country’s overall high infor- 
mality rates. 

While its manifestations are different in the east and the west, job insecurity is 
increasing across the region, and policies are not adequate to address it. Labor 
market reforms, in conjunction with technological change, have reduced job security 
in the west, especially among youth and low-paid workers. In the east, more highly 
skilled workers are losing ground in the face of declining skill premiums in the labor 


FIGURE 3.6 

Employment protection, by 
contract type, Eastern 
Europe and Central Asia 


128 


Toward a New Social Contract 





FIGURE 3.7 
Employment structure, 
selected countries of 
Eastern Europe and 
Central Asia 


Employment characteristics, former Soviet Union economies 
2015 or latest available year 
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market. Spending on labor market interventions, particularly on active labor market 
measures, is lower in the east than in the west. As of 2016, the average spending on 
active measures was less than 0.05 percent of GDP in Armenia and Moldova and 
only about 0.10 percent of GDP in the Western Balkans, approximately one-fourth 
of the EU average (Numanović 2016). Moreover, programs reach only a fraction of 
individuals who are out of work, and access is particularly limited in rural or remote 
areas. While labor market regulations in most countries in the east provide basic 
protections, they fail to support most workers because of the significant informality. 
In both parts of Europe and Central Asia, growing insecurity will require changes in 
labor market policies to extend support to workers where possible; where this is 
impossible, other arrangements for support will need to be considered. 


The Impact of Tax and Transfer Systems on Income 
Redistribution 


Europe and Central Asia Is Achieving Substantial Income 
Redistribution 


Government policies in the EU reduce income inequality substantially. Overall redis- 
tribution in the EU, measured as the difference between the Gini of market income 
and the Gini of disposable income, averages 21 Gini points. This is significantly 
larger than the corresponding difference in other high-income countries, such as 
Australia (15 Gini points), Japan (16), Korea (5), Switzerland (9), and the United States 
(11) (figure 3.8; see annex 3A for details on the methodology). The level of redistribu- 
tion is also much larger in the region than in selected economies on which compa- 
rable data are available, such as Chile (3.2 Gini points), Mexico (1.9), and Russia 
(11.0). This reduction in inequality is achieved by taxes, social insurance contribu- 
tions, public pensions, other social insurance, and social assistance transfers (both 
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means tested and non-means tested). European countries have some of the highest 
taxes and the largest expenditures on social protection systems in the world. Much 
of the reduction derives from public pensions, which reduce inequality in market 
income by almost 12 Gini points (figure 3.9).8 Direct taxes and transfers, including 
means-tested and non-means-tested benefits, are important, reducing inequality 
by an additional 9 Gini points.? However, the size of social protection systems and 
the extent of redistribution achieved by pensions versus transfers vary considerably 
across the EU (figure 3.10; see figure 3.9, where countries are ranked from the small- 
est redistribution to the broadest). 


FIGURE 3.8 Gini index, market versus disposable income, non-EU countries 
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FIGURE 3.9 Gini index, various income concepts, EU28 


EU28: Redistribution in 2014 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for 
Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: EU28 = average of the current country composition of the EU: Austria, Belgium, Bulgaria, Croatia, Cyprus, Czech Republic, Denmark, 
Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Poland, Portugal, Romania, 
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FIGURE 3.10 Nordic countries spend the most on social protection 


Social protection expenditures as a percent of gross domestic product (GDP) (2014) 
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Source: Calculations based on data of ESSPROS (European System of Integrated Social Protection Statistics) (database), Eurostat, European 
Commission, Luxembourg, http://ec.europa.eu/eurostat/web/social-protection. 

Note: EU28 = average of the current country composition of the EU: Austria, Belgium, Bulgaria, Croatia, Cyprus, Czech Republic, Denmark, 
Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Poland, Portugal, Romania, 
Slovak Republic, Slovenia, Spain, Sweden, and United Kingdom. 


The large expenditure on social protection in Europe is financed by high taxes 
and compulsory social contributions. These amounted to an average of 38.9 per- 
cent of GDP in the EU in 2015, significantly above the amounts in other high- 
income countries such as Japan (about 7 percentage points above) and the United 
States (about 12 percentage points above). The taxes collected vary greatly across 
the EU, ranging from 46.4 percent of GDP in Denmark in 2016 to 23.3 percent of 
GDP in Ireland (figure 3.11). 

The structure of taxation and the structure of social protection expenditures 
differ across the EU because of different approaches to the organization of social 
protection. For instance, social security contributions represent 37.0 percent of 
overall tax revenue in France, while they are miniscule in Denmark (0.1 percent of 
overall taxes). This is because social protection in France is organized along the 
lines of a conservative-corporatist welfare state. This model relies on various 
social insurance arrangements that are typically tied to employment. Benefits are 
usually financed through contributions from both employers and employees. Risk 
pools are often formed around occupations and have historically excluded peo- 
ple outside the labor market. Social protection in Denmark is organized along the 
lines of a social-democratic welfare state, which aims to provide a basic level of 
services to each citizen. Benefits are typically financed through general taxation, 
which results in a more redistributive agenda and a substantive amount of risk 
sharing. Universal flat-rate benefits are often combined with earnings-related 
entitlements for the employed. Denmark achieves universal coverage of the 
poorest 40 percent of the population (the bottom 40) (figure 3.12). France also 
achieves high coverage rates of social protection, though not universal: 86 per- 
cent of the bottom 40. 
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Source: Calculations based on data of TEDB (Taxes in Europe Database), Directorate-General for Taxation and Customs Union, European 
Commission, Brussels, https://ec.europa.eu/taxation_customs/economic-analysis-taxation/taxes-europe-database-tedb_en. 

Note: EA19 = the euro area, that is, Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Latvia, Lithuania, 
Luxembourg, Malta, Netherlands, Portugal, Slovak Republic, Slovenia, and Spain; EU28 = average of the current country composition of the EU: 
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FIGURE 3.12 Most EU15 countries achieve near universality in social protection coverage 
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Social protection spending as share of GDP (%) 


Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for 
Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 
Note: EU15 = Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain, Sweden, 


and United Kingdom. GDP = gross domestic product. 


The welfare state orientation influences the overall coverage and generosity of 
transfers. Southern euro area countries have established a Mediterranean welfare 
state, which has an extreme orientation toward social insurance and much greater 
segmentation in the labor market. A large share of social protection expenditures 
is allocated to pensions. Expenditures on pensions in Italy, Greece, Portugal, 
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and Spain average 15.5 percent of GDP, compared with an average of 12.8 percent 
in continental Western European countries (Austria, Belgium, France, Germany, 
Luxembourg, and the Netherlands) and 12.9 percent in the Nordic countries 
(Denmark, Finland, and Sweden). Expenditures on social assistance programs, 
such as family benefits and benefits targeted on poverty, financed from general 
taxation and aimed at the general population, are quite small in most Mediterranean 
welfare states. In 2016, Italy spent nearly 22.0 percent of GDP on social protection, 
of which 16.5 percent represented pension expenditures. By contrast, Denmark 
spent 26.0 percent of GDP in 2016 on social protection, but only 14.0 percent 
on pensions. Denmark achieves almost universal coverage; Italy covers only 
67.0 percent of the bottom 40 (see figure 3.12).'° 

The amount of spending on social assistance and the level of means testing 
also influence the overall coverage and generosity of benefits. A comparison 
between the Baltic States and Ireland illustrates this. Ireland is a liberal welfare 
state, characterized by markets that are allowed to operate with minimal gov- 
ernment intervention. Liberal welfare states typically rely on greater targeting 
and provide lower social insurance benefits, compared with other EU15 coun- 
tries. Ireland achieves almost universal coverage of the bottom 40 by spend- 
ing substantially on social assistance (3.7 percent of GDP) and by targeting 
about half of social assistance based on income. By contrast, the Baltic States 
cover less than 70 percent of the bottom 40 (figure 3.13). They spend an aver- 
age of only 2 percent of GDP on social assistance, and only 10 percent of 
social assistance is targeted based on income (figure 3.14). The coverage and 
average value of benefits for the bottom 40 are low. For instance, in Latvia, 35 
percent of the bottom 40 receive no benefits at all, and another 39 percent 
receive social protection transfers that average less than 20 percent of the 


FIGURE 3.13 The Baltic States, Central Europe, and the southern euro area: low benefits 
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FIGURE 3.14 The Baltic States: lowest means testing of nonpension benefits in the EU 
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poverty line. Ireland achieves one of the highest levels of redistribution in the 
EU, while the Baltic States achieve some of the lowest levels of redistribution 
(see figure 3.9). 


A Long-Term Downward Trend in Tax Progressivity Is Impairing 
Redistribution 


Changes in tax policy have exacerbated the effects of the growing share of the top 
1 percent in total income in many countries in the region. The rise in top incomes 
is driven by many forces, including globalization, technological change that ampli- 
fies the rewards for skills, changes in regulations that may shelter specific groups 
from competition, and changes in the way top executives are compensated."! 
Changes in tax policy, including reductions in the top marginal tax rates and a 
reduction in tax rates on capital, have also contributed. 

From the early 1980s until prior to the global recession, the share of top incomes 
grew, while the top personal income tax rates fell sharply. Top marginal tax rates 
were high in the early 1980s, at 84.4 percent in Portugal; 72.0 percent in Belgium, 
Italy, and the Netherlands; 65.1 percent in Spain; and 62.0 percent in Austria. 
Reforms undertaken in the next decade brought top tax rates down substantially 
in several counties (figure 3.15). By 1995, top tax rates in the EU averaged around 
47 percent. Many countries reduced top income tax rates additionally between 
1995 and 2008, and, in 2008, the average in the EU declined to 39 percent, where 
it has largely remained (figure 3.16). There have been large changes in specific 
countries since the financial crisis; most notably, Greece and Portugal increased 
the top rate by 15 percentage points, and Hungary lowered the top rate by 
25 percentage points. However, the tax regimes in most countries have been 
much more stable than in previous decades. 
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FIGURE 3.15 Top personal income tax rates declined, Western Europe, 1981-95... 
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FIGURE 3.16 ... and in 1995-2008, but stability returned after the 2008-09 recession 
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Tax rates on capital income have declined, further contributing to a reduc- 
tion in the progressivity of taxation. Corporate tax rates have been cut sub- 
stantially since 1995, and even further in some countries since the global 
financial crisis in 2008-09 (figure 3.17). The average statutory corporate 
income tax rate declined from 47 percent in 1981 to 25 percent in 2013, 
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FIGURE 3.17 Corporate tax rates declined in Western Europe, 1995-2008 and 2008-16 
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and taxes on dividend income for distributions of domestic source profits fell 
from 75 percent to 42 percent (OECD 2014). This has benefited people at the 
top of the income distribution among whom the ownership of capital assets is 
concentrated. 


Recent Changes in Redistribution Have Been Mixed 


The extent of redistribution has increased in most countries in Western Europe, 
but in only about half the countries in Central and Eastern Europe. Assessing the 
change in redistribution caused by tax and transfer systems can shed light on 
how public policies are mitigating or exacerbating the distributional tensions 
described in chapter 2. The size of the redistribution rose in most Western 
European countries in 2007-14 (figure 3.18). The largest improvement, equiva- 
lent to 7 Gini points, occurred in Greece. In Eastern Europe, redistribution 
increased in about half the countries, but fell in the other half. Changes in the 
level of redistribution may arise because of policy changes by the government, 
for example, a rise in the benefit rates in public pension plans, or to changes in 
the underlying structure of the economy and in market incomes, but without 
policy change; for example, population aging raises the number of pension 
recipients and thus pension expenditures, without any change in benefit rates. 
Distinguishing between these two causes of changes in the redistributive impact 
of tax and transfer systems provides information on the reaction of public policy 
to emerging distributional tensions. 


Union 
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FIGURE 3.18 
Changes in redistribution, 
2007-14 
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European Union) (database), Institute for Social and Economic Research, University of Essex, 
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Policy changes were the main reasons for the increase in redistribution in the 
EU15 from 2007 to 2014, with the exception of a few traditionally generous 
welfare systems, such as in Belgium, Denmark, and Sweden (figure 3.19, 
panel a).'* The largest increase in redistribution caused purely by changes in tax 
and benefit policies was in Ireland, where changes in taxes and transfers reduced 
market income inequality by almost 2 Gini points. Ireland was followed closely 
by Luxembourg, Portugal, and the United Kingdom. In some countries, for 
example, the United Kingdom, changes in tax and transfer policies offset the 
negative effect of other changes, such as changes in income distribution caused 
by the interaction of changes in market incomes and the design of the system 
(labeled as market income component in figure 3.19). In other countries (for 
instance, France) policies only partially offset the deterioration in income redis- 
tribution driven by other forces. In many countries, the extent of redistribution 
derived from policy changes differs significantly from the overall change in 
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a. Western Europe 


Decomposition of changes in redistribution, 2007-2014 
Western Europe: countries sorted by change in redistribution 
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redistribution. For example, Greece exhibited the largest rise in redistribution in 
2007-14, but only the fifth largest increase in redistribution caused by policy 
changes. Annex 3B describes policy changes that had a significant impact on 
redistribution in selected countries. 

In contrast to the EU15, changes in taxes and transfer policies in the EU13 
reduced the amount of redistribution in half the countries (figure 3.19, panel b). The 
total amount of redistribution and the redistribution resulting from active policy 
changes rose in only a handful of countries. The change in the total amount of 
redistribution often differed substantially from the change in redistribution arising 
because of policy changes. Indeed, in several countries, the change in total distri- 
bution was much larger than the change in redistribution deriving from policy 
changes. Governments often did not compensate for the decline in redistribution 


FIGURE 3.19 
Decomposition of changes 
in redistribution, Western 
and Eastern Europe 
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driven by the structure of the system. For example, Romania exhibited the third- 
highest increase in redistribution arising from changes in taxes and transfers, but 
this was not sufficient to offset the decline in redistribution caused by changes in 
the underlying structure of the system. In a few countries, including Hungary and 
Lithuania and, to a minor extent, Bulgaria, the Czech Republic, and Poland, changes 
in tax and transfer policies actually reduced the amount of redistribution. 

Changes in transfer policies did not have a significant positive impact on the 
change in redistribution in 2007-14. Figure 3.20 shows the share of pensions, 
means-tested benefits, non-means-tested benefits, and other transfers in gross 
income—defined as market income, plus total transfers—in selected countries 
for each income decile in 2007 and 2014 and a counterfactual scenario measur- 
ing the changes in the incidence of transfers that would have prevailed in 2014 
if the benefits rules had remained as in 2007.13 In Ireland and Romania, which 
had the largest increases in redistribution arising because of changes in policies 
in Western Europe and Eastern Europe, respectively, the share of transfers in 
gross incomes rose among the poorest deciles in 2007-14. However, the coun- 
terfactual distribution overlaps with the distribution observed in 2014, which 
implies that the incidence of transfers in 2014 is similar to the one that would 
have been observed if the 2007 system had still been in place. In France, despite 
policy changes that could have had a strong redistributive impact among the 
bottom deciles, the incidence of transfers declined slightly at the bottom (see 
annex 3C, figure 3C.2). There is no substantial difference between the counter- 
factual and the observed scenario in 2014. In Hungary, which exhibited the larg- 
est decline in redistribution induced by changes in tax and benefit policies, the 
incidence of transfers fell among the middle class and the top deciles and 
declined even more compared with the counterfactual scenario, which assumes 
that the tax-benefit system was the same as in 2007. 


FIGURE 3.20 Incidence of transfers on gross income, by decile, 2007 and 2014 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for 
Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: The blue line indicates the average incidence of transfers (means-tested, non-means-tested benefits, and pensions), calculated as a share 
of gross income in 2007. The green line indicates the same variable in 2014. The yellow line shows the counterfactual rate in 2014, assuming the 
tax and transfer system had been the same as in 2007. 
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By contrast, changes in tax policy and policies on social insurance contributions 
had an important impact on redistribution in some countries in Europe and Central 
Asia. Ireland is one of the few countries in the region in which the richest groups 
experienced a larger increase in taxes and social insurance contributions relative 
to the poorest groups (figure 3.21). 


FIGURE 3.21 Impact of taxes and social insurance contributions on gross income, by decile 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for 
Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: The blue line indicates the average incidence of transfers (means-tested, non-means-tested benefits, and pensions), calculated as a share 
of gross income in 2007. The green line indicates the same variable in 2014. The yellow line shows the counterfactual rate in 2014, assuming the 
tax and transfer system had been the same as in 2007. 
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Furthermore, the incidence of taxes was much greater in 2014 than in the coun- 
terfactual scenario; so, active policy changes seem to have led to greater progres- 
sivity. These trends might explain why Ireland is the top performer in the EU in the 
influence of policy change on redistribution. In several countries in which the size 
of the redistribution fell because of changes introduced through policies, including 
Bulgaria, Denmark, Hungary, and Poland, the incidence of taxes declined among 
the richest deciles much more than among the poorest ones. Moreover, tax inci- 
dence in these countries narrowed much more than if the rules on taxes and ben- 
efits had remained the same in 2014 as in 2007 (see information on individual 
countries in annex 3C, figure 3C.1). 

These examples show that active changes in tax policies had a greater impact 
than changes in transfers on changes in redistribution and, in several countries, led 
to less rather than more redistribution. 


Policy Changes Had a Mixed Effect on Income Distribution across 
Groups 


This subsection considers how policy changes and the compensations automati- 
cally generated through the tax and transfer systems affected changes in income 
distribution across groups defined by age, occupation, or household type. The 
goal is to provide insights on how tax and transfer systems influenced the rise in 
distributional tensions described in chapter 2. Kanbur (2018) points out that, even 
if vertical redistribution improves, the distributional tensions among groups may 
worsen. If groups are defined by variables other than income, for example, age, 
and if these groups do not necessarily correlate perfectly with income, changes in 
vertical redistribution may not act in the same direction as changes in horizontal 
redistribution. 


The Impact across Age-Groups 

The impact of tax systems on the distribution of income across age-groups dif- 
fers across Europe and Central Asia. The difference between the incomes of 
the young and the middle-aged is larger in Southern and Western Europe than 
in Central and Eastern Europe. In any progressive tax system, this would result 
in higher average tax rates among middle-age groups than among younger 
groups. This pattern is reproduced across Europe: the average tax rate across 
age-groups has the shape of an inverted U—low for the young and the elderly, 
high for the middle-aged—in most of Southern and Western Europe. The same 
profile is less steep in Central and Eastern Europe, where the elderly enjoy 
particularly low average tax rates. (See annex 3C, figure 3C.3, for the complete 
set of figures by country.) 

In recent years, tax systems have been the least favorable for the young 
in Central and Eastern Europe, while they have compensated for the 
deterioration in incomes among younger generations in Southern and 
Western Europe. Several countries in Central and Eastern Europe have 
introduced flat-rate income tax systems in the last decade. The introduction of 
these systems has negatively affected particularly the young, while tax rates 
have been reduced among the middle-aged. This is illustrated by the case of 


Are Public Policies Equipped to Respond to Distributional Tensions? 


141 





Hungary (figure 3.22, panel a). The average tax rate and the average social 
contribution among the 18-24 age-group jumped from around 26 percent in 
2007 to 34 percent in 2014. The counterfactual simulation shows that, under 
the former pre-flat-rate tax system, the average rate among the 18-24 age- 
group in 2014 would have been 28 percent. Thus, the new system resulted in 
an increase of close to 7 percentage points in the average tax rate among the 
young. A similar calculation shows that the new system lowered the tax rate 
and social contributions among the 45-54 age-group to 35 percent from the 
counterfactual’s 39 percent. These types of changes—beneficial for the mid- 
dle-aged, but hard on the young—are also found in Bulgaria, Latvia, Lithuania, 
and Poland. Thus, in Central and Eastern Europe, market forces have resulted 
in improved prospects for younger generations, but tax policy changes have 
penalized these generations, potentially creating a source of distributional 
tension. 

The opposite occurred in Southern and Western Europe, as illustrated by 
Greece (figure 3.22, panel b). Average tax rates rose between 2007 and 2014 
among all age-groups, but particularly the middle-aged. The young saw almost no 
increase in the average tax rate affecting them, while the elderly experienced a rise 
that put them at the same level as the young. The counterfactual simulation shows 
that tax policy changes were the principle reason for the effective increase in tax 
rates. Cyprus, Portugal, and Spain followed a similar pattern. Because the younger 
generations in Southern and Western Europe suffered a decline in incomes with 
respect to the middle-aged and the elderly, the changes in the tax system partly 
offset the negative outcomes deriving from the market, potentially easing distribu- 
tional tensions. 


FIGURE 3.22 Tax changes: progressive in Southern Europe, regressive in Eastern Europe 
Average tax rate and average social contribution on gross income, by age-group, 2007-14 
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Policy changes in Europe had little impact on the distribution of transfers across 
age-groups. As in the case of the share of transfers in incomes across income 
deciles, which remained roughly unchanged in 2007-14 (see above), the age pro- 
file associated with the incidence of transfers changed little over the period. 
Moreover, most of the observed change seems to be explained by changes in 
market incomes because the counterfactual simulation, wherein the transfer sys- 
tem of 2007 is applied to the market income structure of 2014, coincides closely 
in almost all countries with the actual outcome in 2014 (see annex 3C, figure 3C.4). 
Thus, changes in the incidence of transfers across age-groups in 2007-14 were not 
caused by changes in transfer systems, but by the compensations automatically 
generated by the systems in a context of changes in market incomes. 


The Impact across Occupations 

Tax systems in Europe and Central Asia are progressive across occupations. The 
least well-paid occupations, nonroutine manual-task—intensive occupations, pay 
the lowest average tax rates, while the most well-paid-occupations, nonroutine 
cognitive-task—intensive occupations, pay the highest average tax rates; routine- 
task-intensive occupations fall midway. In Germany and Spain, the difference 
between the highest and the lowest average tax rate in 2014 was around 
10 percentage points, while, in Poland, the corresponding difference was closer 
to 4 percentage points, in line with the relatively flat tax profile of that country 
(figure 3.23; annex 3C, figure 3C.5). 

However, the role of tax systems in the deterioration of incomes across occu- 
pational groups has been mixed. Germany, Poland, and Spain experienced job 
polarization, where market forces worsened the earnings of individuals in non- 
routine manual-task-intensive occupations and routine-task-intensive occupa- 
tions, while raising the relative wages paid to people in nonroutine 
cognitive-task—intensive occupations. In Germany, the average tax rate fell 
slightly among the three occupation groups, but more so among the most well- 
paid occupational group, workers in nonroutine cognitive-task—intensive occupa- 
tions. The regressive nature of this outcome is a reflection of policy changes and 
market forces pulling in opposite directions. Policy changes alone would have 
resulted in a 3 percentage point reduction in average tax rates among workers in 
both routine and nonroutine manual-task—intensive occupations and a decline of 
1 percentage point among workers in nonroutine cognitive-task—-intensive occu- 
pations. Thus, policy changes partially offset the decline generated by market 
forces in the progressivity of Germany's tax structure across occupational groups. 
In this sense, the occupational groups negatively affected by job polarization 
appear to have been actively compensated by the tax system. Belgium, the 
Czech Republic, Finland, and Sweden also show a similar pattern. 

In Poland, by contrast, policy changes exacerbated the decline in the progres- 
sivity of the tax system. Similar to the German experience, the average tax 
rate decreased among the three occupational groups. Workers in nonroutine 
cognitive-task-intensive occupations experienced the largest decrease. 
Unlike Germany, the counterfactual simulation shows that active changes in the tax 
system exacerbated the trend in Poland. Thus, changes in the tax system resulted 
in a decline by 4 percentage points in the tax rate among workers in nonroutine 
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FIGURE 3.23 














a. Germany 3 . P 
zme Differences in the reactions 
2 of tax systems to job 
£ polarization 
5 307 Average tax rates and average 
= . . . 

E social contributions, by 
= . 
Se occupational group, 2007-14 
a 
Z 
s 104 
x 
£ 
S 
© 
È o- 
= Nonroutine, cognitive Routine Nonroutine, manual 
Occupational group 

b. Poland 
z 40 < 
2 
g 
£ 30-47 
aS 
E 
= 
s 20- 

T 

o 

a 

z 104 

© 

x 

£ 

o 

= 04 

2 Nonroutine, cognitive Routine Nonroutine, manual 


Occupational group 
c. Spain 
Us) 


20 + 








Nonroutine, cognitive Routine Nonroutine, manual 


Average tax and social contributions rate (%) 
3 
| 


Occupational group 
WE 2007 © 2014 WW Counterfactual 2014 


Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the 
European Union) (database), Institute for Social and Economic Research, University of Essex, 
Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: Occupational groups: nonroutine cognitive-task—intensive occupations (International Standard 
Classification of Occupations [ISCO] 08, major groups 1, 2, 3); routine-task-intensive occupations (ISCO 
08, major groups 4, 7, 8); nonroutine manual-task—intensive occupations (ISCO 08, major groups 5, 6, 9). 


144 


Toward a New Social Contract 





cognitive-task—intensive occupations, a 3 percentage point decrease in the tax rate 
among workers in routine-task-intensive occupations, and a drop of only around 
1 percentage point in the tax rate among workers in nonroutine manual-task—intensive 
occupations. Rather than alleviating the distributional tensions emerging from 
occupational change, the tax system in Poland appears to have added to the 
tensions. The same is true of tax systems in Bulgaria and Hungary. 

In Spain, changes in the impact of the tax system on the distribution of income 
across occupational categories mainly reflect an automatic, market-driven reac- 
tion in the system. The average tax rate among workers in nonroutine cognitive- 
task-intensive occupations and routine-task—-intensive occupations rose by nearly 
2 percentage points in 2007-14, while the rate among workers in nonroutine 
manual-task-intensive occupations remained stable. Changes in tax policies do 
not explain any of the changes observed in the tax rate among the losers of job 
polarization, and they explain only half the increase in tax rates among workers in 
nonroutine cognitive-task—intensive occupations, the winners of occupational 
change. The reaction of the tax system to the policy changes appears to operate 
in the direction of somewhat alleviating the distributional tensions emerging from 
changes in the structure of occupations, but the policy changes did not contribute 
to this outcome. This pattern of automatic compensation is also evident in France, 
Romania, and Slovenia. 

Policy changes in transfers have generated small, positive increases in transfers 
among workers in routine-task—-intensive and nonroutine manual-task—intensive 
occupations (figure 3.24). Given that this analysis concerns workers who are 
employed, transfers make up only a small share of the gross income of these 
people. Over the sample of EU countries, the highest transfer values are found 
relative to nonroutine manual-task—intensive occupations in France, where trans- 
fers account for 12 percent of gross income. In Germany and Poland, policy 
changes in the transfer system increased the amount of transfers to workers in 
nonroutine, manual-task—intensive occupations by close to 1 percentage point of 
gross income. In Spain, policy changes explain practically none of the rise in the 
share of transfers in gross income across all occupational groups, that is, the 
change derives almost entirely from the automatic reaction of the system in the 
provision of compensations for changes in market incomes. Most other European 
countries show a similar pattern of small, positive policy-driven increases in trans- 
fers to the losers of occupational change (see annex 3C, figure 3C.6). 

Most other European countries have shown small, positive policy-driven 
increases in transfers among workers in routine-task—intensive and nonroutine 
manual-task—intensive occupations. In Cyprus, for instance, workers in nonroutine 
manual-task—intensive jobs saw transfers increase from 8 percent to 14 percent of 
gross income in 2007-14. Of this 6 percentage point rise, almost 4 points are 
exclusively explained by policy changes in the transfer system. Only Hungary and 
Ireland have seen policy-driven declines in transfers. 

Thus, the losers of job polarization—the shrinking routine-task—intensive occu- 
pations and the less well-paid nonroutine manual-task—intensive occupations— 
received a small compensation through transfers, but not much through tax 
systems, which, in some cases, even added to the tax pressure on these occupa- 
tions relative to the winners of occupational change. 
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FIGURE 3.24 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the 
European Union) (database), Institute for Social and Economic Research, University of Essex, 
Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: Occupational groups: nonroutine cognitive-task-intensive occupations (International Standard 
Classification of Occupations [ISCO] 08, major groups 1, 2, 3); routine-task-intensive occupations (ISCO 
08, major groups 4, 7, 8); nonroutine manual-task—intensive occupations (ISCO 08, major groups 5, 6, 9). 


The Impact across Household Groups 

Tax and transfer policies may also affect the distribution of income across types 
(or different groups) of households. Chapter 2 shows that the middle deciles of the 
income distribution have become more heavily populated by pensioners, while 
dual earner households are increasingly found at the top, and the traditional two- 
adult, one-earner male breadwinner households are now mostly found in the 
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bottom deciles. Tax and transfer policies may benefit some types of households 
more than others. This subsection examines three types of households: (1) those 
consisting of adults entirely dependent on transfers for income; (2) those with two 
adults or more, only one of whom receives labor market income, while the 
others have no income (single-earner households); those with the typical male 
breadwinner household model; and (3) those with two adults, both of whom 
receive labor market earnings (the dual earner households). 

Average tax rates across these household types differ between Western Europe 
and Central and Eastern Europe. For example, in all countries, transfer-dependent 
households enjoy the lowest average tax rate, but, in Central and Eastern Europe, 
this rate is zero or close to zero, while, in Southern and Western Europe, it is at 
least 10 percent. In both subregions, dual earner households have the highest 
average tax rates (see annex 3C, figure 3C.7). As in the case of age-groups, the 
difference in these average tax rates may not derive from differences in system 
characteristics, but different underlying income profiles. Households dependent 
on transfer income may be in lower income deciles in Central and Eastern Europe 
than in the rest of Europe, and this may be a reason for the difference in average 
tax rates. An analysis of changes can nonetheless provide some information on the 
causes of these static differences. 

The impact of changes in tax policy on changes in income distribution across 
households have differed by country, but they have mostly benefited households 
dependent on transfers or dual earner households. For example, Belgium, Greece, 
and Poland had similar tax profiles in 2007. Average tax rates were lowest among 
transfer-dependent households, followed by two-adult, single-earner households 
(figure 3.25). In 2014, this profile was roughly the same, although average tax rates 
rose in Greece, but declined in Belgium and Poland. To the extent that single- 
earner households tended to face the greatest increase in vulnerability in recent 
years, understanding how tax systems reacted to this is relevant. Changes in tax 
policy in Belgium benefited transfer-dependent households, which tended to face 
a smaller rise in vulnerability; their tax rates would have been 5 percentage points 
higher had the system not been changed. Changes in tax policy in Finland, Ireland, 
and Latvia also benefited transfer-dependent households the most. In Greece, 
where all household types saw the tax rate go up, the size of the policy-driven 
increase was smallest among single-earner households (5 percentage points) and 
highest among dual earner households (more than 6 percentage points). Croatia 
and Lithuania were the only other countries in which single-earner households 
benefited the most in relative terms from changes in the tax system. In Poland, 
dual earner households reaped the largest benefits from changes in tax policy. 
Had the system not been changed, their average tax rate and average social con- 
tributions would have risen from around 29 percent in 2007 to over 30 percent in 
2014, but system changes brought these down to close to 25 percent. As in 
Poland, tax system changes benefited in relative terms mostly dual earner house- 
holds in Bulgaria, the Czech Republic, Hungary, and the United Kingdom. Overall, 
of the 27 EU countries on which the analysis was carried out, policy-driven changes 
in taxes benefited dual earner households in 13; they benefited transfer-dependent 
households in 11; and they benefited single-earner households in only 3, the ones 
facing the highest expansion in vulnerability. 
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FIGURE 3.25 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the 
European Union) (database), Institute for Social and Economic Research, University of Essex, 
Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: The counterfactual scenario corresponds to the average rates that would have applied to each 
type of household in 2014 had the tax and transfer system been the same as in 2007. 


There have been no significant changes in the profile of transfer incidence 
across the three household types. In all cases, the rates of transfer incidence are 
lowest among dual earner households (around 10 percent of gross income), while, 
among single-earners, they hover between 20 and 30 percent, and variation is 
limited across countries (see annex 3C, figure 3C.8). 
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The overall picture that emerges from the analysis of the effect of tax and trans- 
fer systems across household types in Europe is worrying. Changes in policy ben- 
efited the households that had experienced the largest rise in vulnerability in only 
a few countries. Most of the changes benefited those households that enjoy a 
greater degree of economic security, because they rely on either multiple sources 
of labor market income or a steady flow of public transfers. 


Limited Labor Mobility Affects the Opportunities in 
High-Productivity Areas 


Low labor mobility limits people’s ability to use their productive capacity to access 
jobs by moving to thriving areas. A key aspect of inequality of opportunity is that 
the access of individuals to employment opportunities may be limited by their 
place of residence. Thus, promoting the ability of workers to migrate within a 
country or abroad can reduce inequality of opportunity. Moreover, the movement 
of workers from lower-productivity agricultural jobs in the countryside to higher- 
productivity manufacturing and service jobs in towns and cities is critical to raising 
productivity in developing countries. However, labor mobility is lower in Europe 
and Central Asia than in other regions, and it is particularly low in the eastern part 
of Europe and Central Asia (figure 3.26). People in the eastern part of the region 
appear to have a low appetite for migration whether within a country or abroad. 


FIGURE 3.26 Labor mobility is low in Europe and Central Asia 
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/products/wdi. 


Note: Migration intensity refers to around 2000-05, and GDP per capita PPP is an average of 2000 and 2005. Recognizing the absence of a 
central repository of internal migration data, Bell et al. (2015) pioneered in compiling internal migration data across countries based on census 
data and developed a comparable migration intensity index for a single year (statistics on changes of address in the previous year) and for five 
years (statistics on changes of address over the previous five years), although the five-year migration intensity index involves few observations. 
GDP = gross domestic product; PPP = purchasing power parity. Yellow circle indicates most of the countries in Europe and Central Asia. 
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Nearly 70 percent of unemployed respondents in the 2016 Life in Transition Survey 
(LITS) in the Czech Republic, Estonia, and Uzbekistan said they were not willing to 
move to find employment. In these countries, fewer than 5 percent of all respon- 
dents were willing to move abroad. 

Policies may contribute to low labor mobility in the region by raising migration 
costs or by failing to tackle the market failures that lead to low labor mobility. Many 
other issues may also prevent individuals from migrating to improve their job pros- 
pects. These include, for example, lack of resources, lack of information about job 
opportunities, lack of relatives or friends in areas of potential migration who can 
help reduce transition costs (for instance, two-thirds of respondents in the 2016 
round of the LiTS who planned to migrate internally within 12 months said they 
had friends or relatives in the places where they planned to move), the desire not 
to lose support networks in the current area of residence, or difficulties facing 
spouses and children in relocating. '4 

The high cost of living in urban areas in some countries in the region may 
reduce labor mobility. Earnings are highly concentrated around the minimum 
wage in many Eastern European countries. If wage differentials between rural and 
urban areas are smaller than housing cost differentials, the economic return to 
moving may be low or negative. Here, the minimum wage is used to represent 
wage levels, while approximate housing costs in urban areas are proxied by 
monthly rents in the capital city. Countries with low within-country mobility tend to 
show high rent-to-wage ratios, for example, the Czech Republic, Estonia, Poland, 
and Romania (figure 3.27). Underdeveloped credit markets and the lack of afford- 
able social housing also deter internal mobility, especially in countries with high 
homeownership rates, such as the Czech Republic, the Slovak Republic, and 
Ukraine (OECD 2004a, 2004b; World Bank 2015; see box 3.3 for an analysis on 
Kazakhstan). 
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Sources: Bell et al. 2015; Compare Cost of Living between Cities (database), Expatistan, Prague, Czech 
Republic, https://www.expatistan.com/cost-of-living.Expatistan.com; Global Housing Watch (database), 
International Monetary Fund, Washington, DC, http://www.imf.org/external/research/housing/. 

Note: Housing costs refer to monthly housing rents for 85 square meters (furnished) in normal areas in 
each country’s capital. Wage refers to the minimum wage. 
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BOX 3.3. Housing and Labor Mobility Constraints in Kazakhstan 


Recognizing that cities are hubs of economic 
opportunity and prosperity, urbanization is one of 
the seven major systemic reforms envisioned in the 
Kazakhstan 2025 strategy (World Bank 2018b). 
But the pace of urbanization in Kazakhstan is 
slow. Internal migration flows in Kazakhstan in 
2010-15 accounted for an average of only about 
1.7 percent-2.3 percent of the population. 
In Canada, the comparable share is 14.0 percent; in 
Japan, it is 4.0 percent; and in the United States, it 
is 11.0 percent. 

Recent research identifies two key constraints 
to urbanization in the country: the high cost of 


MAP B3.3.1 Housing price index 
National average = 1 


living in cities and a near absence of a rental 
housing market. Primarily because of the high 
cost of housing, the cost of living in Almaty, the 
largest city, and Astana, the capital, is 190 per- 
cent and 240 percent, respectively, of the national 
average. Real housing prices in Astana were three 
times higher in 2016 than in 2001, and prices 
more than quadrupled in Almaty over the same 
period (map B3.3.1). Along with significantly 
higher food costs, this means that Kazakhstan's 
cities are unaffordable for many rural residents 
who wish to relocate to places where job oppor- 
tunities may be greater. At around 95 percent, 
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BOX 3.3, Housing and Labor Mobility Constraints in 


Kazakhstan (continued) 


Kazakhstan also has one of the highest homeown- 
ership rates in the world, but the rental market is 
small and targets mostly upper-income residents 
(figure B3.3.1). In the absence of affordable rental 
housing, most potential internal migrants in 
Kazakhstan are not able to move to urban areas 


A large body of research suggests that these kinds 
of barriers lead to exclusion of lower-income people 
and restrain economic growth. Disproportionate 
increases in housing prices can severely limit popula- 
tion flows to highly productive locations and sectors. 
In other countries, the rising cost of urban housing has 


for work. been one of the primary causes of greater inequality. 


FIGURE B3.3.1 Share of owner-occupied housing 
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Source: World Bank calculations based on household budget surveys. 


Cumbersome population registration requirements in some countries deter 
people from moving from lagging regions to leading ones. A Ukraine survey 
shows that the population registration system there is a key barrier to internal 
mobility (Koettl et al. 2014). In Kazakhstan, newcomers are required to submit a 
document proving that they have housing of at least 15 square meters for each 
resident and a rental agreement. Homeowners often may not provide such agree- 
ments to avoid taxes. In Albania, there was an influx of people to the capital and 
coastal cities after registration regulations were relaxed. The Albania case shows 
that less strict registration requirements enable people to move. In other cases, 
newcomers who do not register often lose eligibility for social benefits, including 
unemployment benefits, health care, and education, and, if they work, they must 
pay income taxes in the new jurisdiction. Income taxes, combined with potential 
forgone benefits, could reach up to around 90 percent of gross labor income 
among low-wage or part-time earners in the Czech Republic, Latvia, Lithuania, 
and Slovenia, where labor mobility is generally low. In Ukraine, the social benefits 
linked to proper residential registration discourage people who might otherwise 
relocate (Koettl et al. 2014). 
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The inadequate provision of education in rural areas may also be a barrier 
to mobility. Two issues are relevant. First, since the onset of the transition to a 
market economy, inequality in the caliber of education widened between rural 
and urban areas in countries in Eastern Europe. This has led youth to move to 
urban areas for a better education, as in Romania in recent years. Youth who 
cannot afford to migrate thus may continue to receive education of lower qual- 
ity, which eventually hobbles them in meeting the demands of job markets in 
urban areas, which offer more jobs. Second, educational attainment generally 
tends to be lower in rural areas. Among the unemployed in Serbia, those with 
low educational attainment are less willing than those with higher educational 
attainment to relocate to find jobs. Individuals with low educational attainment 
represent about a third of the country’s unemployed. This suggests that there 
is a need for active labor market policies that do more than provide passive 
mobility support. This might include transportation and relocation subsidies, as 
in Bulgaria. The policies should facilitate active employment services, subsi- 
dized on-the-job training and vocational training, paired with job search 
services. 


Annex 3A. Decomposition Analysis: Drivers of Change 
in Redistribution 


The European Union Tax-Benefit Microsimulation 
Model EUROMOD 


The redistribution shown in figure 3.9 has been defined as the difference between 
the Gini index calculated on market incomes and the Gini index based on dispos- 
able incomes at a particular time t, as follows: 


Redistribution, = | initan: = Gini" posable | (3A.1) 
t 
This difference is a measure of the redistributive effectiveness of taxes and 
transfers at a given time. The larger this difference, the larger the impact of 
taxes and transfers on the reduction in inequality in market incomes. Market 
incomes include gross labor incomes, earnings from employment and self- 
employment (both permanent and temporary or irregular types of jobs), capital 
income (interest, dividends, profit, and so on), investment income, income 
from property, and private pension income. Disposable income equals market 
income, plus transfers (including public pensions, means-tested benefits, and 
non-means-tested benefits), less direct taxes and social insurance contribu- 
tions (among employees and the self-employed). Direct taxes include, for 
example, personal income taxes, taxes on capital dividends and interest, and 
property taxes. Indirect taxes (for instance, consumption taxes and value added 
taxes) are excluded from the analysis. The Gini coefficients for market income; 
market income, plus pensions; and disposable income among countries of the 
European Union (EU) have been calculated using the microsimulation model 
EUROMOD.1>5 
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The analysis of the changes in redistribution in chapter 3 is based on the EU-wide 
tax-benefit static microsimulation model EJROMOD. EUROMOD simulates univer- 
sal and targeted cash benefits, direct taxes, and social insurance contributions in the 
EU, based on the rules on taxes and benefits in each country and on the information 
available in the underlying input datasets. Components of tax-benefit systems that 
cannot be simulated, for example, the components depending on prior contribu- 
tions or unobserved characteristics, are taken directly from the data, along with infor- 
mation on original incomes, that is, incomes before taxes and transfers. The model 
has been validated both at the microlevel and the macrolevel and tested across 
numerous applications. It is a consolidated tool widely used by policy makers and 
academics in distributional analysis of taxes and transfers and in the simulation of 
policy changes within and across EU countries. (See Sutherland and Figari 2013 for 
a comprehensive review.) Input data are typically harmonized based on either the 
EU-SILC User Database or the national EU-SILC surveys.'® For the United Kingdom, 
the Family Resources Survey is used." Details on which taxes and transfers are simu- 
lated and how and on which are taken from the data are available for each country 
in EUROMOD Country Reports.'® These reports are updated annually. They also 
include relevant information on macro-validation statistics (for instance, the extent to 
which tax and benefit data included in the model match aggregate administrative 
data on benefit expenditure and the revenues from direct taxes). 

EUROMOD enables the computation of the disposable incomes of individuals 
under different scenarios, taking account of the operation of tax-benefit systems 
and the way these interact with market incomes and personal or household char- 
acteristics. In this chapter, the underlying microdata for almost all countries are 
taken from EU-SILC 2008 and EU-SILC 2015. This means that the income reference 
years are generally 2007 for the earliest period considered and 2014 for the latest 
period of the analysis.'? Indeed, the most recent tax-benefit system considered 
corresponds to 2014, while the earliest corresponds to 2007. In the EUROMOD 
jargon, 2007 and 2014 represent baseline years wherein reference income year 
and tax-benefit rules coincide, generating the best combination among input 
data, income year, and tax-benefit system. All simulations are carried out based on 
the tax-benefit rules in place on June 30 of the given policy year. 


Decomposing Changes in Redistribution Using Counterfactual 
Simulations 


A decomposition method proposed by Bourguignon and Ferreira (2005) makes 
possible a breakdown of the change in the size of redistribution over time into two 
components. The first component captures the change in market income inequality, 
discounted by the change in disposable income that would have occurred if the tax- 
benefit system had remained constant and only market income had changed. This 
component therefore isolates the effects of market forces in the change in redistribu- 
tion. The second component captures the change in the redistribution that would 
have occurred if only the tax-benefit system had changed and the level of market 
income observed at the end of the period were kept constant. 

To implement the decomposition, the Gini coefficient is first defined as a func- 
tion of the distribution of income. The Gini coefficient of market income is a 
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function of the distribution of market income (3A.2), and the Gini coefficient is a 
function of the distribution of disposable income (3A.3). 


Ginn =G ye ) (3A.2) 


Gini posable = afiyat ) (3A.3) 


Disposable income is a function of market income and the tax and transfer 
system at a given time. So, equation 3A.3 can be rewritten as a function of the joint 
distribution of market income and the tax and transfer system, TB,, as follows: 

Gig nS (| aes T8,)) (34.4) 

The redistribution at a given time is now defined as the difference between the 


Gini coefficient of the distribution of market income and the Gini coefficient of the 
distribution of disposable income: 


Redistribution, = Gini?" mee Ginic'? eerie (3A.5) 


The change over time is simply the difference between redistribution in one 
period and the redistribution in another period, as follows: 


to (3A.6) 


GiniMarket _ GinitsPosble 7 Ginimarket = GinitsPosble 
t t to to 


A Redistribution, = 
1 


The change in redistribution over time can be rewritten as the change in the 
Gini coefficient of market income over time and the change in the Gini coefficient 
of disposable income over time: 


ARedistribution, = 
1 "0 


Ginimarket _ Ginimarket E Gini disposable _ Gini disposable 
t to t to 


| (3A.7) 


Equations 3A.2 and 3A.4 can be placed in equation 3A.7 to decompose further 
the change in the Gini coefficient of disposable income over time, as follows: 


ARedistribution, = felfe) -af( ype )] | 
170 t, tò 
-|G qam, TB ) -GI f ymarket, TB (3A.8) 
t t t ty 


The change in the Gini coefficient of disposable income—the second term in 
brackets in equation 3A.8—will then depend on the change deriving from the 
changes in market income and the change deriving from changes in the tax and 
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transfer system. In this sense, the change in the Gini coefficient of disposable 
income over time can be further decomposed into two components by making 
use of counterfactual simulations (Bourguignon and Ferreira 2005), as follows: 


ARedistribution, = of {yen ) n o( {zat )) 
market market 
Hefe TB. ) E efef TB )) (3A.9) 
Lelie. TB ) = o( (yr TB )} 
t ti t t 


The first term corresponds to the change in the Gini coefficient of market 
income. The second term corresponds to the difference in the Gini coefficient of 
disposable income arising because of changes in market income, that is, the 
change in the Gini coefficient of disposable income that would have been observed 
if the system had remained unchanged and only market income had changed over 
the period. The third term corresponds to the change in the Gini coefficient of 
disposable income arising from changes in the tax and transfer system, that is, the 
change in the Gini coefficient of disposable income that would have been observed 
if market income had remained unchanged and only the tax and transfer system 
had changed during the period. This decomposition of the change in the Gini 
coefficient of disposable income can be performed using two sets of counterfactuals: 
one in which the market component is calculated using the system in t} and the 
system component using market income in t, and another one in which the market 
component is calculated using the system in tg and the system component using 
market income in tp. The results of the decomposition using either of the sets of 
counterfactuals will be different because this decomposition method is path 
dependent. To control for this, a common practice in the literature is to take the 
average of both decompositions for each component. 

From equation 3A.9, one may see that a change in the distribution of market 
income from tọ to t; affects the size of redistribution in two ways: (1) it affects the 
Gini coefficient of market income (the first term in brackets in 3A.9), and (2) it 
affects the Gini coefficient of disposable income absent any changes in the tax and 
transfer system (the second term in brackets in 3A.9). In this sense, the total effect 
of a change in the distribution of market income is the sum of the first two terms 
in brackets in equation 3A.9. The remaining term accounts for the changes in 
redistribution derived from changes in the tax and transfer system. Summing up, 
this yields: 





ARedistribution, _ = b Change in redistribution 


el [ym Heel ‘an )} = 
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Obtaining Counterfactual Income Distributions Using EVROMOD 


To isolate the impact of the tax-benefit system on changes in disposable income 
versus market income over time, the following counterfactual exercise is run. 


disposable 
Assume that Y; j is the distribution of disposable income in year t. A coun- 


a . . : R * di ble . 
terfactual distribution of disposable income in year t, denoted by ea a T is 


calculated that would have been obtained if the country had kept the same tax- 
benefit system in place as in year t-j. 
The distribution of disposable income is defined by a function h(): 


di bl k 
ys isposable _ 1, ye et _TB,,X, , (3A.10) 


ket . 5 : 
where yo “is the market incomes; TB, the tax-benefit rules; and X, the 


population characteristics (sociodemographics, labor market, economic activity, 
and so on). 
The counterfactual distribution is given by 
* disposable _ market 
Vee-j Shy E TB pX], (3A.11) 
that is, the counterfactual distribution is obtained by employing the tax-benefit 
system from t-j to the market incomes and population characteristics in year t.2° 


Implementation Steps in EUROMOD 


The construction of the observed and counterfactual distributions is implemented 
for all EU countries using EUROMOD H1.0+ and the most recent EUROMOD data 
files.21 For most countries, the observed distribution of disposable income in 
t = 2014 is compared with the counterfactual distribution constructed with the 
tax-benefit system in t-j = 2007. 
The implementation is conducted in the following steps: 
e The EUROMOD system CC j (for example, at_2007 in the case of Austria) is 
copied, denoted as Coe 
e The best fit data set is chosen to match the data set used by cc, (at_2014), that 


: * 
is, system cc,_; and system cc, use the same data set. 
* 


e To omit erroneous uprating, the reference year of system cc,_; is set equal to 


the reference year of cc, 


e Similarly, the exchange rate and currency parameters of oe are set equal to 
those of cc, This is relevant if there are currency changes between years t-j 
and t. 


* . 
e The CC j and cc, systems are run. There are no further changes in cc 
beforehand. 


t-j 


Are Public Policies Equipped to Respond to Distributional Tensions? 


157 





Annex 3B. Policy Changes That Have Contributed to 
Redistribution 


In Italy, a number of policy changes were introduced between 2007 and 2014 that 
may explain the large redistributive effects of taxes and transfers: (1) the introduc- 
tion of the new unemployment insurance scheme, the Assicurazione Sociale per 
l'impiego (social employment insurance), in 2013, renamed la Nuova Assicurazione 
Sociale per l'Impiego (the new social employment insurance) in 2015, which was 
designed to achieve greater coverage among workers who have lost their jobs 
involuntarily, including temporary workers with flexible contracts, and providing 
more generous replacement rates compared with the existing indennità di disoc- 
cupazione (unemployment benefit); (2) the introduction of a solidarity contribution 
on top incomes among employees earning above €300,000 a year, high-wage 
public sector employees, and high-income pensioners with labor (pension) income 
above €90,000 a year, equal to 3 percent of taxable income above the respective 
thresholds; (3) the introduction in 2014 of an in-work income tax credit (Bonus 80 
euro) for employees, workers with temporary contracts, and recipients of unem- 
ployment benefits, with annual incomes between €8,174 and €24,600; and (4) an 
increase in the tax rate on capital dividends and interest on bonds, from 12.5 
percent to 26.0 percent, and a rise in the tax rate on income from private pensions, 
from 11.0 percent to 20.0 percent. 

In France, policies introduced during the period may explain the increase in 
redistribution deriving purely from changes in taxes and transfers. First, in 2009, 
the means-tested guaranteed minimum income (GMI) and the single-parent ben- 
efit were replaced by solidarity labor income. The GMI was not compatible with 
labor income because 100 percent of the income from employment was deducted 
from the amount of the GMI. In the case of solidarity labor income, only 38 percent 
of labor income is deducted from the benefit amount. The GMI was considered to 
be susceptible to poverty traps and was blamed for creating work disincentives. 
Solidarity labor income was designed to allow a beneficiary to combine social 
assistance with income from work up to a threshold, after which the beneficiary 
would lose eligibility. Other policies potentially leading to greater redistribution 
are the exceptional contribution on high incomes introduced in 2013 for incomes 
above €250,000 (€500,000 in the case of couples), and the abolishment of a tax 
cap or tax shield in 2011, according to which taxes paid by individuals could not 
exceed 50 percent of their income. 

In Latvia, the positive redistributive effects attributable purely to policy changes 
may probably be explained by a series of policies introduced to mitigate the 
effects of the 2008-09 financial crisis, including the extension in coverage of the 
GMI benefit, the introduction of large public works schemes for the unemployed, 
and the extension of the coverage of unemployment benefits. 

In Hungary, one of the most likely factors explaining the reduction in the size of 
the redistribution as a result of changes in tax-benefit policies was the introduction 
of flat-rate taxation in 2013. In 2007, the personal income tax schedule had two 
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brackets: for incomes below Ft 1.7 million (around US$9,290 at the time), the tax 
rate was 18 percent, and, above that threshold, the tax rate was 40 percent. In 
2014, however, the unique income tax rate was set at 16 percent. This change 
implied a greater reduction in the average tax rate for high earners. For someone 
earning slightly above the threshold (for instance, US$15,000), the average tax 
rate would drop from 26.4 percent to 16.0 percent, while, for someone earning 
four times as much (say, US$60,000), the average tax rate would drop from 
36.6 percent to 16.0 percent. 


Annex 3C. The Impact of Taxes and Transfers on 
Redistribution 


Using EUROMOD to build counterfactual scenarios, the analysis in this annex 
compares the incidence of taxes and transfers across income groups and other 
groups in the population in 2007 and the corresponding incidence in 2014 as a 
means of measuring the impact of changes in tax and transfer policies on redistri- 
bution in Europe.?3 The main counterfactual scenario consists of estimating the 
incidence of taxes and transfers across income groups and other groups in the 
population in 2014 as if tax and transfer policies had remained unchanged relative 
to the initial situation in 2007. Comparing this counterfactual with the initial situa- 
tion facilitates an explanation of the changes in incidence that arise from changes 
in market incomes given that, in the counterfactual and the initial situation, tax and 
transfer policies are the same. Differences between the counterfactual and the 
final situation derive from changes in tax and transfers policies because market 
incomes are the same in the scenario and in the final year distributions. 

The annex presents two set of figures. The first set, figures 3C.1 and 3C.2, 
assesses the impact of the changes in tax and transfer systems on vertical inequal- 
ity. Thus, it considers how groups are affected by the redistribution system if these 
groups are formed according to income. The second set, figures 3C.3 to 3C.8, 
considers how redistribution systems affect groups that are formed according to 
nonincome characteristics, such as age and occupation. This second set assesses 
the impact on horizontal inequality. 

Figure 3C.1 presents the incidence of tax and social security contributions, 
calculated as the share of taxes and social security contributions paid over gross 
income (market income, plus transfers) for each decile of equivalized household 
income under the three scenarios in the 27 countries considered here. The pro- 
gressivity of the incidence of tax and social security contributions is a common 
feature. The shape of this progressivity varies, however. In some countries, the 
incidence curve is convex. that is, the marginal tax rate is rising, as in Cyprus, 
Denmark, France, Italy, and Spain, while, in others, it is concave, that is, the mar- 
ginal tax rate is not increasing, as in Bulgaria, Estonia, Hungary, Latvia, Lithuania, 
and the Slovak Republic. Most Central and Eastern European countries have flat 
income tax systems, while the countries of Southern Europe and Western Europe 
have progressive income tax systems. The introduction of flat tax systems flat- 
tens the incidence curve, particularly at the top of the income distribution. This 
can be seen in the cases of Bulgaria and Hungary, which introduced flat-rate tax 
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FIGURE 3C.1 Incidence of tax and social security contributions, by income decile 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for So- 
cial and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: The blue line indicates the average tax rate and average social contribution in 2007 (2011 for Croatia) calculated as a share of gross 
income. The green line indicates the same variable in 2014. The yellow line indicates the counterfactual rate in 2014 had the tax and transfer 
system been the same then as in 2007. 
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FIGURE 3C.2 Incidence of transfers, by income decile 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for 
Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: The blue line indicates the average tax rate and average social contribution in 2007 (2011 for Croatia) calculated as a share of gross 
income. The green line indicates the same variable in 2014. The yellow line indicates the counterfactual rate in 2014 had the tax and transfer 


system been the same then as in 2007. 
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income systems during the period under analysis. In these two countries, the 
slope of the incidence curve flattens for deciles 7 and above in 2014, and it is 
notably lower than in 2007. The counterfactual scenario shows that this flattening 
would not have occurred if the tax and transfer policies in 2014 were the same 
as those in 2007. 

Figure 3C.2 presents the incidence of transfers (pensions and means-tested 
and non-means-tested benefits) as a share of gross equivalized income in the dif- 
ferent scenarios. As expected, in all countries, transfers represent almost the 
entirety of income among the lowest deciles, that is, nontransfer income is close 
to zero among these income groups. For the median, decile 5, transfers represent 
around 20 percent of gross income, and, for the top decile, the incidence is close 
to zero. The profile of the transfer incidence curve is similar across Europe. It is 
downward sloping and convex in all cases. The differences that emerge in compar- 
ing the initial year and the final year are almost entirely derived from the underlying 
changes in market income. This is the case, for instance, in Cyprus and Greece, 
where the transfer incidence curve of 2014 lies entirely over that of 2007. The 
counterfactual scenario, in which the transfer policies of 2007 are left unchanged, 
overlaps the curve of 2014, meaning that there was practically no change in poli- 
cies. If the market income distribution of 2014 is used, the transfer policies of 2007 
and of 2014 result in the same incidence curve. This means that the change 
between 2007 and 2014 is entirely explained by changes in market income. In the 
case of Cyprus and Greece, where the market income levels of 2014 were lower 
than those of 2007 because of the ongoing economic crisis in those countries, this 
resulted in a higher transfer incidence. 

Figure 3C.3 shows the incidence of tax and social security contributions on 
gross income across six age-groups, covering ages 18 to 74.74 There is consider- 
able heterogeneity across countries. In some countries, notably, countries in 
Western, Northern, and Southern Europe, the incidence across ages has an 
inverted U shape. In Central and Eastern Europe, the incidence is flat among 
groups of working age, from 18 to 55, but drops dramatically among the oldest 
age-groups. There are two main reasons for the difference in these profiles. First, 
the income of the older age-groups relative to the young and the middle age- 
group is lower in Central and Eastern Europe than in the rest of Europe, where 
older age-groups enjoy higher levels of income relative to the young. In any 
progressive tax scheme this would result in a lower tax rate among the elderly in 
Central and Eastern Europe relative to the elderly in Western, Northern, and 
Southern Europe. Another source of difference is the income tax scheme. Flat- 
rate income tax systems result in flat age-tax profiles. The introduction of this type 
of income tax scheme, as in the case of Bulgaria and Hungary, hurts the youngest 
age-group especially. The tax rates of these age-groups under the counterfactual 
scenario, that is, the market incomes of 2014 and the tax scheme of 2007, are 
lower than the tax rates found in 2014, when the flat-rate tax scheme was in place. 

The average incidence of transfers on the gross income of age-groups is shown 
in figure 3C.4. A common and expected feature of the transfer incidence curve in 
all countries is the high incidence among the oldest age-groups, which is mainly 
explained by pensions. Some countries, however, show a U curve, that is, the 
youngest age-groups receive a nonnegligible amount of transfers. In Denmark, 
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FIGURE 3C.3 Incidence of taxes and social security contributions, by age-group 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for 
Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: The blue line indicates the average tax rate and average social contribution in 2007 (2011 for Croatia) calculated as a share of gross 
income. The green line indicates the same variable in 2014. The yellow line indicates the counterfactual rate in 2014 had the tax and transfer 
system been the same then as in 2007. 
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FIGURE 3C.4 Incidence of transfers, by age-group 


Te Austria 10 — Belgium 


08 4 0.8 4 

06 4 0.6 4 

04 4 044 

Q24 0.2 
() 0 


Bw om gh gh QQ ad 
a is Se & i 


Bulgaria Cyprus 


10 - 
08 4 
0.6 4 
04 4 


oO 

N 

| 

ooopoop 
ONAT 
ee 














Sa 








X A g aA woa gh oh gh ab 
x S So SE SSE SE S 8  & 


P 
RQ 
yo 
T 
wz 


Czech Republic Germany Denmark Spain 




















oO Ok Lo C= 
084 08 4 084 084 
064 0.6 4 0.6 4 0.6 4 
044 0.4 4 04 4 0.4- 
024 0.2 4 02- ont 
04 0 oe 0- 
T T T T T 1 T T T T T l T T T T T 1 T T T T T 1 
mak & hk ak mak Do a wo oX SA woo y & ak 
PPS EEFE EPPO EEC ESE OEPEE EEO ESE SE 
A Estonia T Finland a = France TE United Kingdom 
08 4 0.8 4 0.8 4 0.84 
0.6 4 0.6 4 0.6 4 06- 
04 4 04 4 04 4 0.44 A 
0.24 0.2 4 2 0.24 
J T T T T T 1 a oS 














04 
T T T T T 1 


1 T 
X X% X X * X Y can & * * 
P S g va SC s` es ey FC YT © 








o X yd X X * * ` 
Ra ee K yV g S` vw es S 


Greece Croatia Hungary Ireland 




















po p d d a wo o me ch 
A E ECS E LEC EE 


` X X & 
CPP EEE 


& 
A 
z 
“z 


Italy Lithuania Luxembourg Latvia 


Share of group's gross income (0 to 1 = 100%) 
esis 
on OC 
i 
Ss ssso 
On & Mc 
eae 
& C 
ooop 
on Oc 
Lf 
TOWA 
ON POC 
(ae i 














CNRDDO 
fa | 
coco 

CNBR 

eal 
SSIS es 

oN BODD 

| PES e e 
o000—> 

oN PODO 
perea 








T T T T 1 T T T T T 
D T n e D 


SSN S SN 
Lege E Leg vg & NA & weg wg & 
Netherlands Poland Portugal Romania 


Scere 
NBO 
ce | 
Soe 
ON BROMO 
LLL 
ooo 
ON BOO 
| 
CNBRDRDO 
Ly 




















elit lara inl! 
a aa ve 


4 z No ee ee a a E a aN Re X 
Pe EE e EEE e E r S 
TA Slovak Republic Ta Slovenia Te Sweden 


sisiclo 
NBO 
ILL 
Si 
SONBRMO 
es 
eooo 
oN BODD 
E e e 














Z 


T T 
OA 


z 
vz 
z 
a 
6, | 
| 
a 
Uy 
% | 
| 
o | 
> | 
D 
% _| 


X 
Ne S A N 
VSEE EEE SE S E 


—e— 2007 —e— 2014 —e— Counterfactual 2014 


Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for 
Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: The blue line indicates the average tax rate and average social contribution in 2007 (2011 for Croatia) calculated as a share of gross 
income. The green line indicates the same variable in 2014. The yellow line indicates the counterfactual rate in 2014 had the tax and transfer 
system been the same then as in 2007. 
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for instance, transfers represent about 40 percent of the gross income of the 18-24 
age-group. In Finland and Ireland, the corresponding share is around 30 percent, 
and, in Hungary, the Netherlands, Slovenia, Spain, Sweden, and the United 
Kingdom, the incidence is 20 percent. In all countries, the incidence is lowest 
among middle-aged groups, and little change is observed over time. 

In figures 3C.5 and 3C.6, the analysis across occupational categories is 
presented. The first of these figures looks at the effects of the average tax rate 
and social security contributions on gross income. The common pattern across all 
countries, which is linked to the underlying distribution of income across occupa- 
tions, consists in higher rates in nonroutine cognitive-task—-intensive occupations 
and lower rates in nonroutine manual-task—-intensive occupations, while the rate 
for routine-task—intensive occupations is in the middle. Comparing the counter- 
factual with the initial and final situations shows that, in some countries, the role 
of changes in tax policies was limited; this is reflected in the similarity of the rates 
in 2014 and in the counterfactual scenario. This is the case in Austria, Estonia, 
France, Romania, and Spain. In other countries, tax rates fell across the board 
proportionally. This is the case of the Czech Republic, Denmark, Finland, Lithuania, 
the Netherlands, and Sweden. Rates fell more in the case of nonroutine cognitive- 
task-intensive occupations in Bulgaria and Hungary, and they have increased 
significantly among that occupational group in Greece, Ireland, and Portugal. 

Figure 3C.6 shows the average share of transfers over gross income for the 
three occupational categories. Because these are working-age individuals, the 
transfer incidence is especially low given that pensions are close to zero, and only 
means-tested and non—-means-tested benefits are the transfers received. Incidence 
rates above 10 percent are observed in a few countries. Workers in nonroutine 
manual-task—intensive occupations, usually the lowest paid in the economy, regis- 
ter the highest rates, reaching a maximum of 15 percent of gross income in the 
United Kingdom. Countries that have seen policy-driven increases in transfer inci- 
dence are Cyprus, France, Luxembourg, and the Netherlands. Policy-driven 
decreases are seen in Hungary, Ireland, and Portugal. Overall, however, there is 
little variation in transfer incidence across occupations over time. 

Figures 3C.7 and 3C.8 show the analysis across household types.”° In particular, 
three household types are taken into consideration: (1) transfer-dependent house- 
holds, composed of one or more adults, all of whom receive only transfer income; 
(2) single-earner households, composed of at least two adults, one of whom is 
employed and reporting labor income, while the other is not employed; and 
(3) dual earner households, composed of at least two adults, both of whom receive 
labor income. 

Figure 3C.7 shows the average tax rate and social contributions for each of the 
three household types. As expected, dual earner households show the highest 
rates because their incomes are higher. In general, single-earner households fol- 
low, and transfer-dependent households exhibit the lowest rates. However, in 
Bulgaria, Croatia, the Czech Republic, Estonia, Hungary, Lithuania, the Slovak 
Republic, and Slovenia, the tax rate paid by this last group is close to zero. This 
difference may arise because of the nature of income distribution across house- 
hold types. Over time, some policy-driven changes can be seen. Particularly 
among dual earner households, there were increases in Cyprus, Greece, Ireland, 
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FIGURE 3C.5 Incidence of tax and social security contributions, by occupational category 
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Source: Calculations based on data of EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) (database), Institute for 
Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 

Note: The blue line indicates the average tax rate and average social contribution in 2007 (2011 for Croatia) calculated as a share of gross 
income. The green line indicates the same variable in 2014. The yellow line indicates the counterfactual rate in 2014 had the tax and transfer 
system been the same then as in 2007. 
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FIGURE 3C.6 Incidence of transfers, by occupational category 
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FIGURE 3C.7 Incidence of tax and social security contributions, by household type 
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FIGURE 3C.8 Incidence of transfers, by household type 
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and Lithuania, but decreases among dual earner households in Bulgaria, the 
Czech Republic, Denmark, Hungary, Poland, and Sweden. Transfer-dependent 
households experienced policy-driven tax rate declines in Belgium, Finland, Latvia, 
and Sweden. The situation among single-earner households changed little, and 
policy-driven tax changes that benefited this type of household the most in rela- 
tive terms occurred only in Greece, where tax rates rose among all household 
types, but least among single-earners, and, in Croatia and Lithuania, where single- 
earner households saw a tax rate decrease. 

Transfer incidence in gross income is shown in figure 3C.8. As expected, 
transfer-dependent households had the highest incidence, almost by definition. 
Single-earner households had a higher rate (between 20 percent and 30 percent 
of gross income) than dual earner households (around 10 percent of gross 
income). Little change was observed, and most of this is explained by changes 
in market income. The counterfactual scenario is mostly coincident with the 
actual scenario of 2014. 


Notes 


1. Based on data of ICTWSS (Database on Institutional Characteristics of Trade Unions, 
Wage Setting, State Intervention, and Social Pacts), Amsterdam Institute for Advanced 
Labour Studies, University of Amsterdam, Amsterdam, http://uva-aias.net/en/ictwss. 

2. The comparisons are based on measurements using (a) an employment protection 
index constructed from doing business indicators for all countries on which raw data 
on each indicator were available as of 2017 and (b) the Organisation for Economic 
Co-operation and Development (OECD) employment protection legislation index. 
The constructed employment protection index covers a broader set of labor market 
regulation and protection indicators relative to the OECD employment protection 
legislation and also a wider set of countries, which allows more comprehensive 
comparisons. However, doing business indicators are only available for the last 
decade, limiting the analysis of trends in employment protection, while OECD 
employment protection legislation data are available for a longer period, but for a 
smaller set of countries. This chapter utilizes these two measures in a complemen- 
tary manner. For doing business, see Doing Business (database), International 
Finance Corporation and World Bank, Washington, DC, http://www.doingbusiness 
.org/data. 

3. Job quality is measured through a subindex constructed using principal components 
analysis and relevant doing business indicators, such as the annual leave associated 
with different job tenures, parental leave and wage replacement rate for parental 
leave, equal enumeration for equal work and gender nondiscrimination in hiring, 
unemployment protection, and so on. See Doing Business (database), International 
Finance Corporation and World Bank, Washington, DC, http://www.doingbusiness 
.org/data. 

4. While informality exists to a larger extent in these countries compared with Japan or 
Korea, the majority of workers are active in the formal sector following the increases in 
formalization rates in recent years. For instance, in 2012, 70 percent of workers reported 
that they contributed to social security, and, as of 2016, 80 percent of employment is 
reportedly in the formal sector. See Albania: Living Standards Measurement Survey 
2012 (dataset), World Bank, Washington, DC, http://microdata.worldbank.org/index 
-php/catalog/1970; World Bank 2018a. 

5. The EU13 is Bulgaria, Croatia, Cyprus, the Czech Republic, Estonia, Hungary, Latvia, 
Lithuania, Malta, Poland, Romania, the Slovak Republic, and Slovenia. 
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10. 
T1; 


. Only temporary and part-time employment can be reliably identified in the EU-LFS 


data. Nonstandard employment is thus defined as part-time or temporary contract 
employment. While data on temporary agency workers exist on recent years, their 
unavailability for earlier years limits their value in the analysis of trends. The data are 
thus omitted. See EU-LFS (European Union Labour Force Survey) (database), 
Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/statis- 
tics-explained/index.php/EU_labour_force_survey_%E2%80%93_data_and 
_publication. 


. Although most countries in Europe and Central Asia supply unemployment benefits, 


the coverage rates tend to be low in the eastern part of the region because of the high 
degree of informality. 


. The impact of pensions on the Gini is captured by the green line segments in figure 3.9, 


that is, the distance between the blue points (market income) and the green points 
(indicating that public pensions are added to market income). 


. The impact of direct taxes and transfers is captured by the yellow line segments in 


figure 3.9, representing the distance between the green points and the yellow points 
(indicating that direct taxes are being deducted from market income, plus pensions, 
while social assistance transfers are added to arrive at disposable income). 

Coverage of the poorest 20 percent is similarly low in Italy, at 65 percent. 

Between 1980 and the late 2000s, the income share of the top 1 percent rose by 
70 percent in Finland, Norway, and Sweden, reaching around 7 percent-8 percent 
(OECD 2014). 


. This decomposition analysis is based on the methodology developed by Bourguignon 


and Ferreira (2005) and described in detail in annex 3A. The policy component mea- 
sures the share of redistribution that derives from active policy changes, but these 
changes do not necessarily imply an explicit intention to redistribute. For example, a 
country may have to reduce the fiscal deficit (this is the intentional policy objective), 
and, to do so, it increases tax rates. This may generate a redistribution, but this was not 
the primary objective of the policy change. 


. Annex 3C shows the results for the EU and for various components of taxes and 


transfers. 


. See LITS (Life in Transition Survey) (database), European Bank for Reconstruction and 


Development, London, http://www.ebrd.com/what-we-do/economic-research-and 
-data/data/lits.html. 


. See EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European Union) 


(database), Institute for Social and Economic Research, University of Essex, Colchester, 
UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released. 


. See EU-SILC (European Union Statistics on Income and Living Conditions) (data- 


base), Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat 
/web/microdata/european-union-statistics-on-income-and-living-conditions; 
Longitudinal-User Database of EU-SILC (European Union Statistics on Income and 
Living Conditions) (database), Eurostat, European Commission, Luxembourg, http:// 
ec.europa.eu/eurostat/web/microdata/european-union-statistics-on-income 
-and-living-conditions. 


. See FRS (Family Resources Survey) (database), Department for Work and Pensions, 


London, https://www.gov.uk/government/collections/family-resources-survey--2. 


. See EUROMOD Country Reports (database), Institute for Social and Economic Research, 


University of Essex, Colchester, UK, https://www.euromod.ac.uk/using-euromod 
/country-reports. 


. Because of data limitations, the earliest income year is 2006 for France, 2008 for Malta 


and the United Kingdom, and 2011 for Croatia. The final income year is 2013 for 
Germany. See EU-SILC (European Union Statistics on Income and Living Conditions) 
(database), Eurostat, European Commission, Luxembourg, http://ec.europa.eu 
/eurostat/web/microdata/european-union-statistics-on-income-and-living-conditions. 
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20. Additionally, a corresponding counterfactual distribution is obtained wherein the 
income year is kept constant instead of the tax-benefit system, that is, 
yoo 2 a TB, i 

21. The most recent data files are from April 6, 2018. 

22. For most countries, the input dataset refers to the income year of the previous year (that 
is, the 2015 input data refer to the 2014 income year). Whenever possible, the observed 
distributions are constructed using the income year that is equivalent to the tax-benefit 
system year (that is, the 2015 input data, which contain information on the 2014 
incomes, are used for the 2014 system). 

23. The exceptions are Croatia, for which the initial year is 2011, and Germany, for which the 
initial year is 2008. For EUROMOD, see EUROMOD H1.0+ (Tax-Benefit Microsimulation 
Model for the European Union) (database), Institute for Social and Economic Research, 
University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13 
/euromod-h10-released. 

24. Unlike the case of the income groups analyzed above, the analysis of other groups is 
performed using unequivalized individual incomes. This is because, rather than 
grouping individuals into households, they are grouped according to individual charac- 
teristics such as age and occupation. The gross individual income and the individual 
tax, social security contributions, and transfers of all individuals belonging to each 
group are summed up, and the relationship among them is calculated. 

25. Because the unit of analysis is the household rather than the individual, gross income is 
calculated equivalized across households. 
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The Social Contract: Do Distributional 
Tensions Matter? 


Introduction 


A social contract is stable if there is a sustainable equilibrium among the outcomes 
of market forces, public policies, and people's preferences. Chapter 2 discusses 
the distributional tensions emerging in Europe and Central Asia from changes in 
market forces. Chapter 3 shows that the region’s public systems reduce vertical 
inequality, but do not always effectively address new distributional tensions. 
Because these tensions are not likely to disappear and may even rise and that 
redistribution systems are not catching up sufficiently quickly, the social contract 
may be under pressure. 

This chapter focuses on two main issues. First, it analyzes the remaining hinge 
in the social contract: what determines the preference of individuals for equity or, 
more generally, the nature of the society in which they would like to live. Because 
preferences are not directly observable, one must rely on examining the related 
demand for redistribution. Second, the chapter shows whether the signs of an 
unstable social contract, such as voting polarization, can be linked to unreleased 
distributional tensions. 

Views about the extent to which government should raise taxes to redistribute 
income to poorer citizens or address other kinds of distributional tensions are 
based on several concerns. People may favor income redistribution because they 
consider themselves poor and thus anticipate an increase in their own incomes 
from the measures, even if they take the higher taxes into account. They may also 
prefer the redistribution because they anticipate benefiting from a general decline 
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in inequality (arising from lower crime rates, for instance) or because they hold 
strong opinions about equity and social justice. 

Choices among redistributive policies will depend on the perceptions of indi- 
viduals about the overall level of inequality and, often, on where they place them- 
selves in the distribution of income. Indeed, perceptions of inequality are 
associated more closely than objective indicators of inequality with demands for 
redistribution. Thus, subjective perceptions of inequality are linked to voting 
behavior even when they are inconsistent with objective measures of inequality. 

Subjective perceptions of inequality are often based on widely available 
macroeconomic variables imperfectly associated with inequality, such as the 
unemployment rate or the poverty rate, or variables related to economic opportu- 
nity and thus future inequality, such as government expenditures on education. 
Specific circumstances of individuals, such as age, skill level, access to a stable job, 
or whether one expects to achieve a higher income than one’s parents, influence 
which macroeconomic variable is more relevant to form perceptions of inequality. 
For example, relative to less well-educated people, well-educated people tend to 
pay more attention to expenditures on education. People who are unemployed or 
in poor health and receive public transfers tend to consider themselves lower in 
the distribution than people who have the same incomes, but who are employed 
or in good health. This implies that unemployment insurance, for example, may 
not be as effective in sustaining the social contract as one might believe based on 
its success in supporting incomes. 

There are several signs that the social contract is weakening in Europe and 
Central Asia. More people are voting for extremist parties that reject the current 
social order, or they are not voting at all. Separatist movements, for example, in 
Catalonia and Scotland, are gaining popularity. Trust in the region’s political 
institutions is declining. The aspirations of workers for a middle-class lifestyle 
marked by stable, secure employment are being frustrated as technological 
progress and globalization roil labor markets. People increasingly believe that a 
good job and success in life depend on one’s connections rather than ability or 
hard work. 

These signs of the fraying social fabric in the region are related to the distribu- 
tional tensions discussed in chapter 2. In some countries, support for extremist politi- 
cal parties has grown especially among workers who carry out routine tasks or 
nonroutine manual tasks and who have experienced a decline in the demand for 
their skills. Support for extremist parties has also expanded among individuals living 
in regions with higher shares of households at risk of poverty or larger gaps in inequal- 
ity. The satisfaction of individuals with their lives varies by location, even after account- 
ing for income. Declining trust in institutions is associated with widening inequality. 

The next section shows that economic security and fairness may be more 
important than objective indicators of inequality in determining subjective percep- 
tions of inequality and preferences for redistribution. The subsequent section 
describes fissures of the social contract, such as polarization of the voting, and 
declining trust in public institutions, and shows that they can be linked to an imbal- 
ance between the demand for equity, in particular, from those on the losing side 
of the distributional tensions, and the level of equity achieved in the current 
environment. 
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The Third Component of the Social Contract: 
The Preference for Equity 


Relative to countries in other regions, the countries of Europe and Central Asia 
redistribute income on a larger scale and have more extensive state welfare sys- 
tems, more progressive taxation, and more generous social protection. Most indi- 
viduals dislike inequality, but not with the same intensity. Cultural differences and 
experiences explain the large variations in the aversion to inequality across coun- 
tries and across time. A large literature has shown that in experimental settings and 
in representative population surveys, self-reported satisfaction or well-being is 
reduced by inequality (Clark and D'Ambrosio 2015; Ferrer-i-Carbonell and Ramos 
2014). However, the same level of inequality or a similar increase in inequality may 
be tolerated by some, but not by others. One reason for the large welfare states 
in Europe is the high degree of inequality aversion among populations (Alesina 
and Angeletos 2005; Alesina and Glaeser 2004). This inequality aversion or prefer- 
ence for equity is the third element in the descriptive framework of the social 
contract (chapter 1). 

The aversion to inequality is not the simple distaste for a substantial dispersion 
in incomes, but a convinced opinion that the process generating income disper- 
sion should be fair and that unregulated markets do not always reward effort fairly. 
Europeans seem to believe more strongly than North Americans, for instance, that 
misfortune can affect anybody and that government should act as both an insurer 
and a redistributor of income. Alesina and Angeletos (2005), using data from the 
World Values Survey, show that about 70 percent of the U.S. population believe 
that the poor are able to escape poverty, while, in Western Europe, the share is 
only around 40 percent.’ The World Values Survey also highlights differences 
between the eastern and western parts of Europe and Central Asia.” In the eastern 
transition countries, only 24 percent of survey respondents believe that the poor 
can escape poverty. 

These opinion survey results suggest that differences in the aversion for inequal- 
ity is partly determined by differences in life experience. Giuliano and Spilimbergo 
(2014) show, for instance, that growing up during a period of recession causes 
individuals to become more risk averse and more prone to demand substantial 
redistribution. By the same token, the radical transformations of countries in the 
east during the transition must have shaped beliefs and expectations in complex 
ways. Grosfeld and Senik (2010) document that, in Poland, individuals were quite 
tolerant of the widening inequality at the beginning of the transition because it 
was interpreted as a signal of greater opportunities. But the situation changed 
after a few years; the authors identify a turning point around 1996, when significant 
inequality aversion emerged. In this case, a simple measure of correlation between 
changes in inequality and inequality aversion would have an unexpected negative 
sign. The rapidly widening inequality during the initial phase of the transition was 
accompanied by low aversion. Later, stable or narrowing inequality was associated 
with growing aversion. 

Preferences for equity are important because they influence the demand for 
redistribution (box 4.1). However, the link between the preference for equity and 
the demand for redistribution, that is, political support for an extensive welfare 
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BOX 4.1 
a Brief Digression 


In democratic societies, greater inequality is likely 
to be associated with a demand for greater redistri- 
bution of income.? Even without assuming that 
equity provides utility to individuals, that is, postu- 
lating that self-interest is the only motivation for 
the actions of individuals, economists have built 
models that link the level of inequality to the 
demand for redistribution. The model of Meltzer 
and Richard (1981) is a well-known example. In 
their framework, redistribution policy consists of a 
flat income tax rate and an equal lump sum transfer 
to all individuals. In this scheme, for a given tax 
rate, the higher one’s income, the greater the prob- 
ability one will be on the giving side, rather than 
the receiving side. Thus, the higher one’s income, 
the lower the preferred income tax rate. If the tax 
rate is determined by majority vote, then the 
median voter is the decider. The median voter will 
support a higher tax rate if her income is below the 
income of the average voter because she would be 
a net beneficiary of the tax and transfer system. 
The reverse would occur, and a low tax rate would 
be chosen, if the income of the median voter is 
above the income of the average voter. 

In this model, the equilibrium income tax rate 
depends on the degree of inequality, measured as 
the distance between the median income and the 
average income. Equity does not affect welfare 
directly or indirectly. Welfare simply depends on 
the current level of consumption, and self-interest 
motivates individuals. 

There have been many extensions of this 
model. One of these considers not only current 
consumption, but also expectations about future 
consumption. Bénabou and Ok (2001) propose a 
model in which prospects of upward mobility, 
rather than current incomes, determine the 


Preferences for Equity and Demand for Redistribution, 


preference for redistribution. They show that indi- 
viduals who are poorer than average and oppose 
redistribution are acting rationally if they expect 
to have incomes in the future that are above aver- 
age. This view is closely related to Hirschman’s 
tunnel effect whereby the prospects of mobility 
influence the demand for redistribution 
(Hirschman and Rothschild 1973). Ravallion and 
Lokshin (2000) find empirical support for this 
effect in data on the Russian Federation, and 
Cojocaru (2014), using data of the Life in Transition 
Survey (LiTS), confirms the hypothesis in a subset 
of transition economies.» 

The demand for redistribution may depend on 
the views of individuals on the implications of 
inequality for society, rather than their own pock- 
etbooks. Individuals may care about inequality in 
society because inequality can indirectly affect 
their welfare or because of their views of what 
constitutes a just society. For example, unequal 
societies tend to have higher crime rates; so, 
some people may support more extensive redistri- 
bution to reduce the likelihood of robbery. Or an 
individual’s productivity may be greater if the 
overall level of education in society is higher. 
Workers might therefore support higher tax rates 
to fund education in the interest of raising their 
own incomes. Individuals may worry about 
inequality on its own, apart from its impact on 
their welfare. They may have views about social 
justice, that is, on justifiable levels of inequality or 
poverty as a moral or ideological concept (Alesina 
and La Ferrara, 2005). Alesina and Giuliano (2011) 
review the large literature dealing with these 
issues and emphasize the distinction that individu- 
als make between fair and unfair inequality, that is, 
the concept of inequality of opportunity. 


a. Acemoglu and Robinson (2006, 36) argue that similar dynamics can affect autocratic regimes, as higher “inter-group inequality 
makes revolution more attractive for the citizens,” because, if the poor overthrow the dictator, they “get a chance to share the 
entire income of the economy (minus what is destroyed in the revolution).” Acemoglu and Robinson (2012) develop a full theory 
whereby inclusive political systems and inclusive economic development reinforce each other, while a vicious cycle is generated if 
elitist political structures generate income concentration that supports and perpetuates the concentration of political power. 

b. See LITS (Life in Transition Survey) (database), European Bank for Reconstruction and Development, London, 
http://www.ebrd.com/what-we-do/economic-research-and-data/data/lits.html. 
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system or, in the case of this report, for changing the social contract, is not simple 
and direct for a number of reasons. First, other factors, beyond dislike of income 
inequality, influence the demand for redistribution. Trust, the efficacy of the state, 
and corruption have been shown to explain variations in the demand for redistri- 
bution for the same level of inequality or for the same growth in inequality (Ferrer- 
i-Carbonell and Ramos 2014). Second, individuals compare their preferred or 
desired level of inequality with their perception of inequality. This perception of 
inequality may deviate from the inequality measured by the Gini coefficient on the 
distribution of incomes, for example, because individuals have different reference 
groups. They care about the differences across incomes with their neighbors, 
peers at work, or age-group (Clark and D'Ambrosio 2015). Thus, they care about 
horizontal inequalities. Another reason that perceived inequality may differ from 
objectively measured inequality is that the concept of inequality that individuals 
may have may include ideas of fairness and security.’ In these cases, simply redis- 
tributing income from the rich to the poor may not meet people's preferences for 
enhancements in equity. 


Perceptions of Inequality Are Key in Explaining the Demand for 
Redistribution 


Focusing only on measures of income inequality across individuals can miss impor- 
tant distributional tensions across groups. Similarly, focusing only on objective 
measures of dispersion of income distribution can miss the main drivers of dissat- 
isfaction with the inequality in a society. Subjective measures and perceptions of 
inequality are important because they affect the demand for redistribution and the 
political participation of citizens, which has major implications for the stability of 
the social contract. 

“We suggest that most theories about political effects of inequality [demand 
for redistribution, the political participation of citizens, democratization] need to 
be reframed as theories about effects of perceived inequality,” note Gimpelson 
and Treisman (2018, 27), highlighting the significance of perceptions. There are 
two main reasons for this shift in perspective (Chambers, Swan, and Heesacker 
2014; Cruces, Perez-Truglia, and Tetaz 2013; Kuhn 2011, 2016; Niehues 2014; 
Norton and Ariely 2011): 


e Perceptions of inequality and objective inequality often differ. 
e The demand for redistribution correlates much more closely with perceptions 
of inequality than with objective measures of inequality. 


Opinion surveys have relied on two approaches to measure perceptions of 
inequality. One involves asking individuals to place themselves on an income lad- 
der that represents the distribution of incomes, while the other asks for direct 
assessments of the degree of inequality in their societies. Following the first 
approach, the Life in Transition Survey (LiTS) finds that 57 percent of respondents 
place themselves in the middle of the distribution, that is, steps 4, 5, or 6 of the 
10-step income ladder that represent the middle deciles of the distribution; by 
definition, more than 30 percent of the population cannot be on these steps 
(Bussolo and Lebrand 2018). 
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FIGURE 4.1 

Perceptions of inequality 
differ systematically from 
objective measures 


Inconsistencies between perceptions of inequality or trends in inequality rela- 
tive to objective measurements appear to be common in Europe and Central Asia. 
While the Gini coefficients for roughly half the countries sampled in the 2016 
round of the LiTS declined in 2008-13, indicating a narrowing in inequality, a 
majority of the respondents in each country said that income inequality had wid- 
ened (figure 4.1).6 

Perceptions about inequality and the demand for redistribution are strongly 
correlated (Niehues 2014). This is confirmed by data of the International Social 
Survey Program, which asks respondents whether they agree with the statement 
“it is the responsibility of the government to reduce income differences between 
people with high incomes and those with low incomes.”” A country’s Gini coef- 
ficient of income inequality, poverty and unemployment rates, and data on gov- 
ernment education expenditure explain only 12.9 percent of the variation in 
responses (figure 4.2). However, perceptions of inequality alone explain close to 
15 percent of the variation (figure 4.3). Thus, individual perceptions of inequality 
alone explain more of the demand for redistribution than objective measures of 
inequality.® 

The association of perceptions and the demand for redistribution also varies by 
education, employment, and the degree of mobility. Individuals with tertiary edu- 
cational attainment appear much more reactive than those with lower educational 
attainment. A rise in inequality is accompanied by an increase in the demand for 
redistribution among the more well educated that is 50 percent greater than the 
corresponding increase in demand among people with less than upper-secondary 
educational attainment. For any growth in the perception of inequality, the demand 
for redistribution rises by 60 percent more among the employed than among the 
unemployed. Perceptions of inequality also have a greater impact on the demand 
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Source: Bussolo, Ferrer-i-Carbonell, Giolbas, and Torre 2018. 

Note: The vertical axis indicates a net percentage, that is, the difference between the share of the 
population that thought inequality had increased and the share that believed it had decreased. Thus, 
in Albania, 32 percent of the population did not think that inequality had increased; rather, 44 percent 
believed it had risen, and only 12 percent thought it had declined. 
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country is equal and the share of people believing their country is unequal. 


for redistribution among survey respondents who say they hold lower-status jobs 
relative to their parents than among respondents who say they hold higher-status 
jobs relative to their parents. 

That the demand for redistribution among highly skilled and employed individu- 
als is more sensitive to changes in perceived inequality is understandable because 
such individuals are probably more on the giving side than the receiving side of any 
progressive redistribution scheme. They would therefore be willing to pay higher 
taxes only if inequality is high. If inequality declines, then their willingness to pay 
higher taxes to reduce inequality would also decline. This finding is expected also 
because mobility is, in practical terms, more evident whenever inequality is high. 


FIGURE 4.2 

Measured changes in 
inequality explain little 
of the demand for 
redistribution 


FIGURE 4.3 

Perceived inequality 
correlates strongly with the 
demand for redistribution 


182 


Toward a New Social Contract 





Perceptions of Inequality Are Influenced by Disparities in Income but 
Also by Insecurity and Unfairness 


The importance of preferences for equity within the framework of the social con- 
tract is clear. If the level of inequality in a country is not in line with the preferences 
of the population because it deviates from an ideal level, is considered unfair, or 
produces negative externalities, such as crime, that reduce welfare, the population 
will demand corrective action. The government may respond by undertaking 
redistributive policies. However, the perceptions of inequality may deviate from 
objective measures of inequality, or the area of inequality targeted by the policies 
may not be the same as the area of inequality that is the focus of the perceptions. 
In both cases, the policies may fail, leading to more highly polarized voting out- 
comes and greater pressure on the social contract. 

Understanding which factors influence perceptions is therefore fundamental to 
this study of the social contract. The literature on perceptions of inequality has 
focused mainly on the ability of individuals to predict correctly the dispersion in 
income distribution or the place the individuals occupy within the distribution. This 
report broadens this view and, rather than assuming that gaps between objective 
and subjective assessments of inequality are due to misperceptions, investigates 
how these perceptions are formed. 

People use various indicators to form perceptions of the level of inequality in a 
society. Perceptions of inequality may depend on objective measures of inequality 
(the Gini coefficient), other macroeconomic variables that are correlated with 
inequality and are more widely reported than the Gini (unemployment and poverty 
rates, for instance), or variables that are correlated with equality of opportunity and 
thus future inequality (government expenditure on education). Along with vari- 
ables that account for influences specific to an individual country or year, these 
four macroeconomic variables—the Gini coefficient, the unemployment rate, the 
poverty rate, and government expenditure on education—explain 24.4 percent of 
the variation in the perceptions of individuals on inequality.” 

However, individual circumstances may generate a different impact from these 
aggregate factors on each person's perceptions about the prevailing degree of 
inequality in a society:'° 


e Across all groups defined by educational attainment, high unemployment rates 
appear to be strongly correlated with perceptions that inequality is high. 
Objective measures of inequality, such as the Gini coefficient, are correlated with 
perceptions of inequality, particularly among individuals with lower educational 
attainment. High public expenditure on education, meanwhile, is correlated 
with perceptions of low inequality, especially among the more well educated. 

e Higher poverty rates are associated with perceptions of higher inequality 
among the 24-34 age-group, while, among the group over age 45, lower pub- 
lic expenditure on education is associated with higher perceived inequality. 

e Employment status is also key to the formation of perceptions. The perception 
of inequality among the employed is correlated with the level of education 
expenditures, while this is not the case among the unemployed. 

e Perceived intergenerational mobility is associated with differences in the per- 
ception of inequality. Among people who believe their job status is worse than 
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that of their fathers, that is, that they have experienced downward mobility, 
objective measures, such as the Gini coefficient or the poverty rate, are posi- 
tively correlated with perceptions of inequality. Among people who think their 
job status is the same or better than that of their fathers, there is no such 
correlation. 


These results highlight the importance of the horizontal inequality approach. 
Because the distributional tensions described in chapter 2 reflect inequality 
between specific groups, rather than inequality amongst individuals, perception of 
inequality may become more negative even if objective vertical inequality has not 
changed. For example, in the aftermath of the financial crisis of 2008-09, a reduc- 
tion in government expenditure on education because of the adoption of austerity 
policies would have been associated with perceptions of higher inequality by the 
employed, the over 45 age-group, and individuals with higher degrees in educa- 
tion. Increases in the unemployment rate would affect perceptions of inequality 
especially among youth. 

The perceptions of individuals about their position in the distribution of 
income is also influenced by the nonmonetary aspects of life and by individual 
circumstances. At a given level of objective monetary income (or consumption, 
as shown on the horizontal axis of figure 4.4), individuals who are not in stable, 
full-time employment are more likely to report that they feel poor compared 
with those who have stable, full-time employment. Indeed, the difference in the 
probability that one feels poor across individuals in the sixth decile between 
those who have worked during the previous 12 months and those who have not 
is equivalent to the difference in the level of consumption between the sixth 
decile and the third decile (figure 4.4). Thus, in assessing their position in the 
distribution, individuals value the impact of a change in employment status as if 
there were a three-decile difference in consumption. Similarly, at a given level 
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FIGURE 4.4 

Individuals more likely feel 
poor when they are not in 
full-time employment 
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FIGURE 4.5 

A large share of people in 
the region prefer a public 
sector job... 

Share of the population, by 
preferred type of job 
(percent) 


FIGURE 4.6 

. Linked to the value 
placed on job stability and 
economic security 
Share of the population, by 
preferred type of job; a safe 
average salary and low 
prospects or high salary and 
good job prospects, but less 
secure (percent) 


of income, people who report that they are in good health are less likely to state 
that they feel poor than people who report they are in bad health." 

The strong preferences for public sector jobs in Europe and Central Asia also 
demonstrate the great demand for stable, long-term employment, job security, 
and regular earnings (figure 4.5). The value placed on economic security can be 
illustrated by evidence from the 2010 round of the LiTS showing that, on average, 
71 percent of people would prefer a secure job with limited prospects for advance- 
ment to a more well-paying job with less security (figure 4.6). 
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“If your job isn’t stable, your income isn’t stable either,” said a man in Tajikistan 
(Davalos et al. 2016, 14). 

The high value placed on stable employment indicates the limits of unemploy- 
ment compensation schemes. If individuals lose their jobs, but receive unemploy- 
ment insurance, their position in the income distribution may not change substantially, 
but their perceived position may be heavily affected. Because perceptions influence 
voting, citizen engagement, the demand for redistribution, and other participatory 
actions among individuals, the effectiveness of policy in sustaining support for the 
social contract may be less than its success in supporting incomes. 

Comparisons within a reference group, rather than the entire country, are also 
important in determining perceptions about income distribution. A large literature 
inspired by the Easterlin (1974) paradox is analyzing the role of relative income, that 
is, the incomes of others in reference groups, rather than absolute income levels, in 
an effort to explain subjective well-being. Reference groups tend to be groups of 
people with similar ages, with the same level of education, living in nearby neighbor- 
hoods, or other comparable peer groups. In a format similar to figure 4.4, figure 4.7 
compares the probability of feeling poor (that is, of declaring belonging to deciles 1 
or 2) for two groups of people who are in different positions with respect to their 
reference groups. For example, among all the people who belong to the sixth decile 
in the countrywide distribution of consumption, there is one group of people who 
are in the bottom ventile in their own reference group (or below the 25th percentile, 
the blue line in the figure) and a group of people who are in the top ventile of their 
reference group (or above the 75th percentile, the green line in the figure). The prob- 
ability of feeling poor is greater among the first group. So even if the two groups 
have the same ranking in the whole distribution, the different positions in their own 
reference group influence their perception. This difference in relative position is 
equivalent to the monetary distance between two deciles of overall consumption. 
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FIGURE 4.7 

Their position in a reference 
group affects whether 
individuals feel poor 
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The importance of reference groups in influencing the views of individuals about 
income distribution underlines the usefulness of the horizontal approach adopted in 
this report. Differences across groups matter. In this specific context, it matters in 
terms of the support for income redistribution and social protection systems. 
Because individuals may not have accurate information about the full distribution, 
they make inferences using the information about their reference group to which 
they have ready access. In their experiment, Cruces, Perez-Truglia, and Tetaz (2013) 
show that individuals use reference groups to form views about their position in the 
overall distribution, and, based on these views, they support or do not support 
measures of redistribution. They also show that, once individuals are informed about 
their true position, they correct their demand for redistribution. For example, people 
who “overestimated their relative position and thought that they were relatively 
richer than they were tend to demand higher levels of redistribution” than those in 
the control group (Cruces, Perez-Truglia, and Tetaz 2013, 100). 

Moreover, perceptions of inequality have shifted considerably. Perceptions of 
changes in societal inequality and fairness and of one’s position in the income distri- 
bution are critical in determining demand for policies toward redistribution and social 
equity. So even with stable preferences for equity, people's choices in terms of sup- 
port for redistributive policy or voting may change because perceptions shift. Survey 
data of the International Social Survey Program indicates that the share of people 
who view European society as less equal has increased since the 1990s.1? In particu- 
lar, individuals were asked to classify their country in a range with two extremes. At 
one end, a highly unequal society is represented as having a small elite at the top, a 
few people in the middle, and the great majority at the bottom. At the other end, a 
highly equal society is represented as having most people in the middle.'3 Figure 4.8 
shows the difference between the share of people who believe they are living in a 
highly equal society minus the share of people who think they are living in a highly 
unequal society. In Eastern Europe, the share of people indicating the former is up 
to 60 percentage points smaller than the share indicating the latter. This highlights a 
pervasive perception of inequality. The share of individuals who believe they are liv- 
ing in a highly unequal society grew considerably during the 1990s, coinciding with 
the big increase in inequality recorded during the transition (chapter 1). It fell slightly 
during the 2000s. Interestingly, these “net” perceptions of inequality are stronger in 
Eastern Europe than in Western and Southern Europe, where objective measures of 
inequality—the Gini coefficient, for instance—are actually higher. In these last two 
subregions, too, there has been an increase in perceptions of inequality. The share of 
people indicating they live in a highly equal society has shrunk across all countries in 
the subregions included in the International Social Survey Program during the 2000s. 
Overall, these figures show clearly that there have been large shifts in perceptions. In 
the case of Poland, for example, close to 30 percent of the population changed 
views on the degree of inequality affecting the country. 

Perceptions of unfairness in the access to jobs are also becoming more wide- 
spread. People in the region perceive that unequal access to connections and 
networks gives rise to unequal access to economic opportunities. 

“Jobs, that's what you need connections for,” explained a man in the former 
Yugoslav Republic of Macedonia through a qualitative survey (Davalos et al. 2016, 15). 

“Anywhere you go, connections matter, at a medical school or a kindergarten,” 
echoed a man in Kazakhstan (Davalos et al. 2016, 15). Similarly, the share of people 
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who agree that connections matter in obtaining a private or public sector job has 
grown across the region (figure 4.9). 

In the Baltic States, for instance, the share of respondents saying that connections 
were essential or very important in obtaining public sector jobs rose from 59 percent 
in 2010 to 69 percent in 2016. The corresponding shares were 51 percent and 62 
percent, respectively, for private sector jobs. Countries in the South Caucasus also 
experienced growth in perceptions of the importance of connections. Moreover, the 
share of people across the region saying that political connections matter for suc- 
ceeding in life rose from 13 percent in 2010 to 22 percent in 2016, while the share 
saying that effort and hard work were driving success fell (see figure 4.9, panel c). 

The shift in perceptions of social equity and fairness, along with changes in 
distribution caused by market forces and changes in the ability of governments to 
effect the desired income redistribution, may lead to a deterioration in people's 
acceptance of the social contract. 
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FIGURE 4.8 

Perceptions of inequality 
have increased throughout 
Europe 
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FIGURE 4.9 

The value placed on 
connections in obtaining 
a job is rising 
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There Are Fissures in the Social Contract in the Region 


The social contract—understood as the equilibrium among market forces, prefer- 
ences, and redistribution systems—is sustainable only if most of a population 
adheres to the rules of the game. Refusal by a sufficiently large group to accept 
these rules threatens the underlying consensus required for civil peace and eco- 
nomic growth. This report documents how redistribution systems in Europe and 
Central Asia have not been effective in protecting important segments of the 
population from the rise in social tensions driven by market forces (chapters 2 
and 3). This means that level of equity has been shrinking. However, the demand 
for equity—evident in people's assessments of the impact of the changes on their 
welfare and on their preferences for fairness—has been increasing. Is this imbal- 
ance threatening the social contract? This section provides evidence of the imbal- 
ance by describing two manifestations: (1) the growing polarization in voting and 
(2) the decline in trust in institutions.'4 The section also considers whether a direct 
link can be detected between the distributional tensions and the imbalance. 
More people in Europe and Central Asia are refusing to accept the current sys- 
tem by voting for extreme parties. This is not a new phenomenon. Calculations 
show there has been a rise in the share of votes going to extreme parties in Europe 
since the beginning of this century (figure 4.10). Rodrik (2018) finds that, across 
countries with at least one populist party, the global share of votes for populist 
movements of the right or the left rose from around 2 percent in 1976-80 to only 
slightly under a quarter in 2011-15. He attributes the growing support for populism 
to the loss in income among workers in advanced countries that is driven by global- 
ization, particularly because the competition from workers in poorer countries with 
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Note: The European Social Survey asked respondents which party they voted for during the last 
elections. If this information was missing, responses to the question “Which political party do you feel 
closest to?” were used. Data of the Chapel Hill Expert Survey were used to assign each party a score 
from 1 (extreme left) to 10 (extreme right) based on rankings by experts of each party’s overall 
ideological stance and stance on economic issues. The survey reports the average score assigned by 
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FIGURE 4.10 
Voting for extreme parties 
has increased in recent years 
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FIGURE 4.11 

Workers facing less demand 
for their skills tend to vote 
for extreme parties 


lower labor and environmental standards is perceived as unfair. Similarly, Autor 
et al. (2017), for the United States since 2000, and Colatone and Stanig (2017), for 
Western Europe since the 1990s, find that locations more highly exposed to a surge 
in imports from China tend to add their support to more radical politicians. 

Extreme parties have achieved growing electoral success in Europe over the past 
couple of years. Examples include the victory of the Five Star Movement, which has 
advocated holding a referendum on Italy's commitment to the euro, in the latest 
elections; the ascension of the Freedom Party of Austria, which has steadily gained 
seats in the legislature and has come close to overtaking the Austrian People’s Party 
and the Social Democratic Party; the success of the Swedish Democrats in the 2018 
general election; the rising popularity of Marine Le Pen, who, with 34 percent of the 
vote in the second round of the presidential election, accumulated more votes than 
any extremist candidate in French postwar history; and the ability of the right-wing 
nationalist Alternative for Germany, previously unrepresented in the Bundestag, to 
gain 13 percent of the vote in the September 2017 federal elections to become 
the third-largest party in the country. Political conflict is perhaps even more intense 
in the eastern part of the region, manifested in violent efforts to change political 
systems or boundaries. Examples include the smoldering conflict in Armenia and 
Azerbaijan, the attempted coup in Turkey, the conflict in Ukraine, and uneasiness in 
Central Asian countries, where political leaders have expressed concern over the 
possibility of a local resurgence of Islamic parties and social unrest. 

Workers penalized by recent shifts in the demand for skills appear to be voting 
more regularly for extremist parties. Workers in jobs that are intensive in routine 
tasks are facing a growing risk of unemployment, while workers in jobs intensive in 
nonroutine manual tasks are experiencing a decline in wages relative to other 
workers (chapter 2). The share of votes for extremist parties among these groups 
of workers rose by 4.5 percentage points in 2002-16 (figure 4.11, panel a).'° 
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Similarly, in Europe, earnings by low- and medium-skilled workers, defined as 
13 years of education or less, declined relative to the earnings of high-skilled work- 
ers (more than 13 years of education). Meanwhile, the share of votes for extremist 
parties by low- and medium-skilled workers rose by about 6 percentage points in 
2002-16, compared with an increase of only 2 percentage points among high- 
skilled workers. 

There is also evidence that voting for extreme parties is related to regional 
welfare disparities. Differences in income and poverty rates across regions are 
related to differences in the share of votes for extreme parties, adding another 
dimension to the importance of territorial inequalities (Kanbur and Venables 2005). 
In Hungary, for example, the correlation between the regional share of people liv- 
ing on less than 60 percent of the median income—the European Union (EU) at- 
risk-of-poverty measure—and the regional share of votes for extreme parties was 
around 0.63 in terms of both levels and changes in 2002-14 (maps 4.1 and 4.2). 
In Poland, these correlations reached 0.71 during a similar period. In France, the 
correlation between the change in the share of votes for extreme parties and 
the at-risk-of-poverty measure was 0.48 in 2011.16 

Voting for extreme parties is also motivated by local changes in inequality. 
Winkler (2017) finds that a 5-point Gini increase in local income inequality boosts 
the likelihood that a voter will support a far-left or far-right party by 4 percentage 
points. Moreover, a rise in local inequality drives a rise in the support for far-right 
political parties and intensifies the anti-immigrant sentiment among older voters. 
Because political participation by older voters is typically high, while that of 
younger voters is falling, this can potentially explain the shift to the right in many 
European countries. 

The expansion of separatist movements also indicates a refusal to accept the 
social contract. While not necessarily extremist in ideological terms, separatist 
movements represent a break from the existing system. The electoral success of 
the Scottish National Party, ideologically on the center left, paved the way for a 
Scottish independence referendum in September 2014. The outcome—45 percent 
for independence, 55 percent against—showed that a considerable portion 
of Scottish society was ready to break the 300-year political union with England. In 
June 2016, 53.4 percent of English voters (51.9 percent of all British voters) chose 
to leave the EU after more than 40 years of political and economic integration with 
the continent. Since the early years of the 2010s, Catalan voters have increasingly 
supported parties advocating for independence from Spain; the political class has 
reacted by regrouping along the independence-union axis, rather than on the left- 
right axis traditional in Catalonia. The results in the several elections over the past 
few years have shown that the electorate is split almost evenly between indepen- 
dence and anti-independence, causing a political deadlock in the region. 

Some people opt out of the system by not voting. Voter turnout has been 
declining across Europe, especially among younger generations (figure 4.12). This 
phenomenon is likely related to growing dissatisfaction with the political system. 
By contrast, turnout was at record highs when citizens had the opportunity to vote 
for dramatic changes, as in the Scottish independence referendum, the Brexit ref- 
erendum, and the Catalan regional elections of December 2017. This suggests 
that voters desert the polls only if there is no viable exit option on offer. 
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Source: Calculations based on official electoral results. 
Note: Extreme parties are those defined as having an ideology score higher than 7 (far right) or lower 
than 3 (far left) according to the Chapel Hill Expert Survey. 


Trust in political institutions appears to be shrinking. The share of survey respon- 
dents reporting that they completely distrust most major institutions, particularly 
parliaments and the heads of state, rose sharply across the Europe and Central 
Asia region from 2010 to 2016 (figure 4.13). Yet, trust is the cement that binds 
people and institutions in a society and is critical for growth. A large body of litera- 
ture demonstrates the importance of interpersonal trust to economic performance. 
For example, Algan and Cahuc (2010) show the causal effect that a measure of 
trust has on income in several European countries, while Algan and Cahuc (2013) 
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show that one-fifth of the cross-country variation in income per capita across the 


world is explained by differences in generalized trust, and this correlation is also 


found across regions within countries. Trust and economic performance are mutu- 


ally dependent. Trust in institutions can improve efficiency in an economy, while a 


disappointing performance can undermine trust in institutions. For example, 


Stevenson and Wolfers (2011) show that countries experiencing a big rise in unem- 


ployment have also witnessed a decrease in the trust of the population in govern- 
ment and the finance sector. Similarly, Algan et al. (2017) find that the rise in 
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unemployment related to the business cycle—rather than changes in unemploy- 
ment driven by other causes, for example, changes in the rules governing worker 
protections—during the financial crisis of 2008-09 explains a significant amount of 
the decrease in trust toward EU political institutions, such as national and European 
parliaments, courts, and political parties. 

Increases in inequality may be contributing to the decrease in trust. The decline 
in trust in government institutions is explained by changes in unemployment 
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and income, but also by changes in inequality (Algan et al. 2017). Reductions in 
the share of respondents indicating that they trust government are correlated with 
increases in inequality (figure 4.14). Thus, a more unequal society is associated 
with a more distrustful citizenry. This suggests that, at least in Europe and Central 
Asia, people may view the pursuit of economic equality as one of the main objec- 
tives of government. 

In Europe, the increase in the distrust of government institutions is greater 
among population groups that have lost out on income distribution. Data of 
the European Social Survey enable a deeper look into the nature of the rising 
distrust toward government institutions.'7 In particular, individuals who have 
lost out because of changes in labor markets in the EU showed the largest 
increase in distrust of national and European parliaments (figure 4.15) in line 
with the evidence presented by Dustmann et al. (2017). The share of individu- 
als in routine-task-intensive occupations (the losers of occupational change) 
reporting distrust of the parliament of their countries rose from 18 percent in 
2002 to 23 percent in 2016, while, among individuals in nonroutine cognitive 
occupations (the winners of occupational change), the share increased from 12 
percent to 15 percent. An analysis of the data on the distrust toward the 
European Parliament shows that the difference is even greater. Among workers 
in routine-task-intensive occupations, the share of those reporting complete 
distrust of the parliament in Brussels and Strasbourg rose from 19 percent to 
31 percent, while, among workers in nonroutine cognitive-task occupations, 
the rise was from 15 percent to 22 percent. Similar differences are found if 
individuals are grouped according to years of education (figure 4.15, panel b). 
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FIGURE 4.15 Distrust of institutions has risen among the losers of occupational change 
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Sources: Calculations based on data of ESS (European Social Survey) (database), European Research Infrastructure Consortium, London; 
Norwegian Centre for Research Data, Bergen, Norway, http://www.europeansocialsurvey.org/. 
Note: Complete distrust corresponds to values of 0-2 on a 0-10 scale of trust as originally recorded in the survey data. 


Notes 


1. See WVS (World Values Survey) (database), King’s College, Old Aberdeen, United 
Kingdom, http://www.worldvaluessurvey.org/wvs.jsp. 

2. The fifth wave (1995-99) of the World Values Survey contains a specific question about 
escaping poverty. The countries covered in this wave are Albania, Armenia, Azerbaijan, 
Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, the Czech Republic, Estonia, 
Finland, Georgia, Germany, Hungary, Latvia, Lithuania, the former Yugoslav Republic of 
Macedonia, Moldova, Montenegro, Norway, Poland, Romania, the Russian Federation, 
Serbia, the Slovak Republic, Slovenia, Spain, Sweden, Switzerland, Turkey, Ukraine, and 
the United Kingdom. See WVS (World Values Survey) (database), King’s College, Old 
Aberdeen, United Kingdom, http://www.worldvaluessurvey.org/wvs.jsp. 
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10. 


11. 


12. 


13. 


. In this section, the terms inequality aversion, dislike of inequality, and equity preference 


are used synonymously. 


. “The term inequality is used perhaps rather loosely in the empirical literature,” Clark 


and D’Ambrosio (2015, 1148) state at the outset of their extensive survey. “It is of inter- 
est to ask which measures of the distribution of income are the most important (to 
individuals) in this context: Is it (as is commonly assumed) the Gini coefficient, or rather 
something else?” 


. See LITS (Life in Transition Survey) (database), European Bank for Reconstruction and 


Development, London, http://www.ebrd.com/what-we-do/economic-research-and 
-data/data/lits.html. 


. The objective Gini indicator shown in figure 4.1 is measured based on survey data, 


which do not include the top income earners. Nonetheless, individuals may have infor- 
mation about the richest people in the country and use that information to form their 
perceptions of inequality. 


. See ISSP (International Social Survey Program) (database), Leibniz Institute for the 


Social Sciences, Mannheim, Germany, http://issp.org/data-download/by-year/. 


. Since both demand for redistribution and perceptions of equality are subjective vari- 


ables, they are bound to depend on the same unobservable individual characteristics, 
such as political opinions or noncognitive skills. For example, one’s perceptions on 
equality as well as one’s demand for redistribution might be both shaped by the type 
of media the individual reads. Unobservables may be behind the strong correlation 
amongst these two subjective variables. This also means that problems of endogeneity 
would affect a regression approach which tries to explain demand for redistribution 
using equality perceptions and other controls, since the independent variable equality 
perception would be correlated with the error term. To correct for this correlation, 
Bussolo, Ferrer-i-Carbonell, Giolbas and Torre (2018) adopt a two-step approach. First 
they estimate the perceptions of equality as a function of a series of controls (measured 
Gini, unemployment, poverty, government expenditures, as well as individual charac- 
teristics). Then, they re-estimate the demand for redistribution equation including the 
predicted error term obtained from the first regression. This corrects endogeneity as 
the predicted error term already includes those unobservable characteristics that 
explain individuals’ equality perceptions. The results from this two-step approach con- 
firm that demand for redistribution still depends on the “corrected” perceptions of 
inequality. 


. The variables that account for influences specific to an individual country or year are 


dummy variables set equal to zero or one across all observations of each variable. 
A constant is also included in the regression. 

This is the same heterogeneity analysis reported above with respect to the demand for 
redistribution. There, individual characteristics, such as educational attainment or labor 
market status, are shown to affect how a given change in the perception of inequality 
is translated into a group-specific demand for redistribution. Here, individual character- 
istics influence the translation of the impact of an aggregate variable, such as unem- 
ployment, into a group-specific perception. 

A stable job and good health not only confer economic security (a monetary evalua- 
tion), but also economic status. People may also consider permanent income rather 
than current income in their perceptions. 

See ISSP (International Social Survey Program) (database), Leibniz Institute for the 
Social Sciences, Mannheim, Germany, http://issp.org/data-download/by-year/. 

The International Social Survey Program surveys asks individuals if the society in which 
they live is one of four types shown in a diagram. The four types are the two extremes 
(type A, the most unequal, and type D, the most equal) and two additional intermediate 
types (types B and C). There is an additional fifth option (type E), which is not included 
in the analysis because the diagram is not clear in terms of inequality. See ISSP 
(International Social Survey Program) (database), Leibniz Institute for the Social Sciences, 
Mannheim, Germany, http://issp.org/data-download/by-year/. 
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14. Aclear link is evident in what political scientists have been labeling democratic decon- 
solidation (Foa and Mounk 2016). In particular, authors are emphasizing the worrisome 
trend of the decline in support for democracy among younger generations. 

15. Establishing causality is quite difficult in these contexts. Autor et al. (2017) and 
Colantone and Stanig (2017) use an exogenous rise in imports from China to study the 
electoral consequences of trade exposure. 

16. For France and Hungary, the results are aggregated at the Nomenclature of Territorial 
Units for Statistics—3 level. For Poland, the results are aggregated at the Nomenclature 
of Territorial Units for Statistics-2 level. To capture the preferences of voters, 
the focus in the case of France is on the results of the first round of national legisla- 
tive elections, and, in the case of Hungary and Poland, the focus is on the party list 
vote for legislative elections. Ideologically, extreme parties are those with a general 
ideology score in the Chapel Hill Expert Survey below 3 (extreme left) or above 
7 (extreme right). See Chesdata (Chapel Hill Expert Survey) (database), Center for 
European Studies, University of North Carolina at Chapel Hill, Chapel Hill, NC, 
https://www.chesdata.eu/. 

17. See ESS (European Social Survey) (database), European Research Infrastructure 
Consortium, London; Norwegian Centre for Research Data, Bergen, Norway, http:// 
www.europeansocialsurvey.org/. 
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How Can the Stability of the Social 
Contract Be Restored? 


Introduction 


The countries of Europe and Central Asia have made dramatic progress since 
World War Il in improving growth and inclusion and enabling people to achieve a 
middle-class lifestyle. However, people, institutions, and policy makers are strug- 
gling to adapt to changes in the nature of inequality that threaten to undermine 
the commitment to the social contract. In addition to the widening gap between 
the rich and the poor, inequality is growing across groups defined by age, occupa- 
tion, and household type. Moreover, demographic background and connections, 
rather than abilities and effort, appear to be increasingly important in gaining 
access to economic opportunity. Expanding horizontal inequality and a deepening 
sense of unfairness are adding to the discontent with economic and political insti- 
tutions. Reducing social tensions may require the redesign of institutions that have 
been key to supporting growth and equity in the region over recent decades. 
These challenges are likely to require a far-reaching response to restore stability to 
the social contract and meet the aspirations of populations for fairness, access to 
public services, and adequate, reliable incomes. 

The goal of this report is not to propose specific policies. Rather, the aim is to 
make a broad contribution to the debate over the sort of society in which people 
might wish to live. A crucial question revolves around whether, financed by a pro- 
gressive tax structure, universal approaches to income support, social insurance, 
and government services, which are critical to the access to economic 
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opportunities, could improve equity and growth and thus address the distribu- 
tional tensions that have been troubling society. A universal approach to social 
assistance might be compared with an approach that emphasizes means testing, 
whereby assistance is based on income. A universal approach to social insurance 
might be compared with an approach that links benefits to employment relation- 
ships. The impact of a universal approach, the form it should take, and the desir- 
able pace of change will differ dramatically across countries, depending on the 
country context and political economy considerations. 

There is a strong case for a comprehensive approach that addresses numerous 
problems at once because reforms in one area may affect reforms in other areas. 
It is also possible to build a coalition for change by recognizing the trade-offs 
between the winners and losers in each area. For example, improving labor market 
flexibility by easing stringent employment protection rules, primarily on perma- 
nent contracts, could be accompanied by an expansion of the access to social 
protection so everyone has adequate incomes able to meet needs. Given the 
many possible profiles of employment and the rapid transition among individuals 
across types of employment and between standard and nonstandard employment 
and unemployment, decoupling participation in essential social insurance pro- 
grams from specific employment relationships would simplify the provision of 
access to insurance against risks. Raising the revenues necessary to financing 
robust social protection and, even more importantly, restoring equity in the tax 
systems can be achieved through more progressive taxation. Enhancing interna- 
tional coordination and cooperation in the taxation of capital would help limit the 
tax avoidance associated with shifting capital to alternative jurisdictions. Such an 
enhancement is a prerequisite for tax progressivity and improving equality of 
opportunity. 

Recognizing the significance of rising distributional tensions highlights the 
need for more public investment in information. In particular, the collection and 
public dissemination of data on inequality across groups (workers, age-generations, 
residents of regions) and of perceptions of inequality, fairness, and intergenera- 
tional mobility are a high priority to monitor the distributional impact of policy 
changes and to improve social cohesion via an open debate (World Bank 2005). 


Promoting Growth and Protecting People 


The labor market is at the center of the distributional tensions that threaten the 
social contract in Europe and Central Asia. Labor is the predominant source of 
income of most households, and, in many countries, access to social insurance 
benefits, such as pensions and high-quality, affordable health insurance, is linked 
to employment. A stable, good-quality job confers status and often a degree of 
autonomy and a sense of control that are important to well-being and social inclu- 
sion. Europe and Central Asia's considerable record in providing robust employ- 
ment protection and good-quality jobs has been supported by well-functioning 
labor markets. However, the decline in job security because of greater reliance on 
nonstandard employment contracts and large shifts in the demand for skills is 
undermining these achievements. 
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Policies in most countries of Europe and Central Asia provide significant job 
protections, which can support growth and welfare. Job security is important to 
well-being. Stable employment encourages workers and firms to invest in skills, 
and job protections help balance uneven power relationships between employers 
and workers. However, overly strict employment protection can severely constrain 
labor mobility, which contributes to productivity by enabling individuals and firms 
to achieve the best possible job matches. Excessive protection can also extend 
unemployment duration and boost long-term unemployment rates (box 5.1). The 
partial deregulation of the labor market (mainly for new entrants) in Europe during 
the late 1990s was an attempt to improve labor market flexibility. However, some 
studies find that the reforms contributed to a proliferation of contract types with 
wide variation in benefits and encouraged the substitution of permanent with tem- 
porary work. The reforms also contributed to a proliferation of contract types with 
wide variation in benefits. The reforms thus led to erosion in job security and 
reduced access to social insurance systems, which, together, have been partly 
responsible for distributional tensions. Decoupling access to social insurance from 
specific employment relationships would enable societies to realize labor market 
flexibility without impairing access to critical benefits. 

Reducing differences in protection across types of contracts and in the number 
of types of contracts could promote more equitable treatment of workers. In some 
countries, permanent contracts are associated with excessive protections, while 
temporary contracts are more lightly regulated. Reducing these differences would 
provide incentives for employers to pick the appropriate type of contract based on 
economic necessity (is the nature of the task truly temporary?), rather than because 
one contract provides less protection or fewer benefits. Italy and Slovenia have 
pursued this approach. As part-time work becomes more common in countries in 
the region, partly because some workers value flexibility, the benefits supplied 


BOX 5.1 The Perils of Excessive Employment Protection 


Moderate employment protection can promote 
investment in good job matches and higher pro- 
ductivity, but overly burdensome employment 
protection impairs labor mobility. In France in 
2011, 78 percent of hires and 71 percent of sepa- 
rations occurred because of the start or the end of 
a fixed-term contract (Dares 2012). Excessive 
employment protection also affects transitions 
between temporary and permanent employment, 
cementing the cleavage between insiders and 
outsiders. For instance, in 2016, the three-year 
average of transitions was 11 percent in France 
and Spain and 22 percent in Poland.® By contrast, 


the rate was more than 40 percent in Austria, 
Denmark, Estonia, Latvia, and the United 
Kingdom. High levels of temporary employment 
among youth, combined with low transition rates, 
can foster greater resentment both toward other 
youth sufficiently lucky to have found open-ended 
contracts (reflecting that inequality within cohorts 
has been rising) and toward the older generation 
that enjoys greater job protections and more ben- 
efits. Strict employment protection reduces job 
creation and job destruction, leading to increases 
in unemployment duration and long-term unem- 
ployment rates. 


a. Data of Eurostat Statistics (database), Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/web/main/ 


home. 
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through employment, for instance, sick leave and vacation, should be prorated 
according to hours worked. Managing the proliferation in the types of contracts 
can help governments ensure that all contracts offer core protections and can also 
facilitate enforcement. This is desirable from the point of view of workers, given 
the information asymmetries that may enable firms to pick the type of contract 
most advantageous to them at the expense of workers. 

Simpler and more predictable dismissal procedures would improve equity and 
efficiency. Excessively uncertain and complex dismissal procedures significantly 
raise the cost of firing and can add enormously to any monetary compensation 
related to dismissal. Specialized courts could handle unfair dismissal cases, thereby 
reducing litigation bottlenecks and ensuring greater uniformity in the application 
of the law. Many reform programs since 2008 focus on aspects of employment 
protection law that affect labor mobility and job-to-job transition, including limita- 
tions imposed on reinstatement in the case of unfair dismissals and on extensions 
of the duration of job probationary periods. The gaps in protection between tem- 
porary and permanent employment with respect to dismissals could be narrowed 
by treating a worker whose temporary contract is repeatedly renewed as a perma- 
nent employee for the purposes of dismissal. This could discourage companies 
from using serial short-term contracts for jobs that should be open-ended employ- 
ment relationships. 

Active labor market programs can be critical in assisting dismissed workers in 
finding new jobs.' The standard services that are offered as part of active labor 
market measures include counseling, training, job search assistance, intermedia- 
tion, and various wage subsidies. The level and composition of spending on active 
labor market programs vary widely within Europe and Central Asia. Even in coun- 
tries with reasonable expenditure allocations, such programs are not tailored to 
the needs of people transitioning between jobs. 

The shift should be made from ad hoc single-issue interventions to integrated 
packages of services. Evidence shows that active labor market programs are much 
more effective if they offer integrated services that can be adapted to the profile 
of the individual worker and the nature of any shocks that might have been expe- 
rienced. For instance, the package of services needed to help workers in a large 
and thriving metropolis who lose their jobs if a single firm downsizes is different 
from the package of services needed by the same workers displaced from the 
same jobs by trade liberalization or technological change affecting entire indus- 
tries. Many studies have documented that adjustment in local labor markets in 
which industries are exposed to foreign trade can be remarkably slow, and 
depressed wages, lower labor force participation, and high unemployment rates 
may follow a shock for at least a decade. 

Systems to profile workers and monitor and evaluate programs can improve the 
effectiveness of active labor market programs. Service providers in such programs 
can apply profiling systems to investigate the constraints individuals face and thus 
adapt programs to needs. Monitoring and evaluation are essential in assessing 
results. Examples of best practice can be a useful input in program design, but 
information on the impact of programs is necessary in determining effectiveness 
in each case. As demonstrated by examples of success, program services need not 
be financed by government alone, nor do they need to be provided by govern- 
ments alone (box 5.2). 
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BOX 5.2 Helping Displaced Workers through Active Labor 


Market Programs 


Workers displaced by structural changes, such as 
trade and technological change, often must upgrade 
their skills. They may also require support in moving 
to a new location and active encouragement and 
coaching to learn about and take advantage of 
opportunities for redeployment and reinsertion into 
work. The intervention required often costs more and 
is higher intensity than the interventions called for to 
help people who have experienced a transient shock. 

Countries can learn from examples of success. 
A program of the Austrian Steel Foundation has 
assisted displaced workers in finding new work 
after the privatization of the steel industry by offer- 
ing vocational orientation, small business start-up 
assistance, extensive training and retraining, formal 
education, and job-search assistance. The program 
is financed by the trainees, firms, and local 
government through unemployment benefits, and 
by workers in the steel industry who pay a solidarity 
portion of their gross wages to the foundation. The 
program boosted the probability of employment 
among participants (Winter-Ebmer 2001). The 
German moving subsidy for unemployed job- 
seekers has been effective in promoting labor 
mobility. Beneficiaries frequently find higher wages 
in more stable jobs, mainly because of enhanced 
job matching (Caliendo, Kunn, and Mahlstedt 
2017). Similarly, Romania’s program for the reim- 
bursement of unemployed individuals for expenses 
associated with migration has been effective in 
improving labor market outcomes (Rodriguez- 
Planas and Benus 2010). 


In Sweden, job security councils are important 
institutions supporting workers affected by col- 
lective redundancy, which typically refers to lay- 
offs of more than 10 percent of a workforce by an 
employer. The first job security councils were 
established in the early 1970s during deteriorat- 
ing economic conditions and the 1973 oil crisis. 
The councils receive no direct state funding, but 
are financed through membership fees that are 
assessed as a percentage of the total payroll of 
each affiliated member company. The objective 
of the councils is to ensure that workers have 
substantial moral, financial, and professional sup- 
port early on in the wake of dismissal. They often 
become involved as soon as an employee 
receives a notification of dismissal during the 
notice period and offer early risk services, such 
as goal-setting, activity planning, and personal 
consultations, to prepare the employee for the 
dismissal. They also provide transition services, 
which include labor market information, training 
and education, counseling, advisory seminars, 
business start-up support, and guidance meet- 
ings (Eurofound 2018). The councils further sup- 
port redundant employees with financial 
compensation, which is supplied in addition to 
the general unemployment benefit. In 2015, the 
job security council for public sector employees 
found a new job for 9 active job-seekers in 10 
within seven months; 70 percent of the clients 
found new jobs with equal or better pay relative 
to the previous jobs. 


Source: Adapted from Diedrich and Bergstrom 2006; Eurofound 2018; World Bank 2018. 


Extending Social Protection to Everyone” 


Countries in Europe and Central Asia have a long history of delivering substantial 
social protection. The welfare systems and institutions that developed alongside 
industrialization have been a success. The share of formal employment rose even as 
labor market institutions and social protection systems conferred greater security, 
including protection from dismissal (unfair or otherwise), income support for the 
poor, more generous pensions, and well-financed sickness and disability protec- 
tions. However, shifts in demand for skills, declining job security, and widening 
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inequality among groups highlight the need for an overhaul in these arrangements. 
This agenda is more urgent in countries in the western part of the region that are in 
the front line in terms of labor market polarization and where aging trends are more 
mature. Yet, the general principles apply to all countries in the region. 

Social protection systems in most of the region may not be sufficient to address 
emerging distributional tensions. Social insurance is currently provided mainly 
through employment. The trend toward more nonstandard employment and 
reduced employment tenure among the youngest generations is impairing the 
access to social insurance in the western part of the region, while significant infor- 
mality is limiting access in the eastern part of the region. Likewise, although most 
countries in the region run extensive social assistance programs, these have not 
been designed to provide economic security, particularly among individuals of 
working age. Social assistance is typically organized around the life cycle. Family 
and child benefits cover individuals under 18; targeted last resort social assistance 
programs and heating and housing benefits support the poor and are the main 
programs available for individuals of working age; and noncontributory social pen- 
sions are aimed at the elderly. In many Western European countries, the coverage 
of overall social assistance among the poorest 40 percent of the population (the 
bottom 40) is nearly universal (see chapter 3, figure 3.12). In several countries, a 
large share of social assistance expenditures is allocated to programs in which 
targeting is not based on income (see chapter 3, figure 3.14). Despite the exis- 
tence of such extensive social protection, the systems in these countries have been 
less effective in providing security in the face of rising distributional tensions. 


Framework of Revamped Social Protection Policy 


The basic framework presented in figure 5.1 illustrates a revamped social protec- 
tion policy package that may help in responding to looming challenges and to 
changes in the way people work. Under ideal circumstances, such a framework 
would include two systems to cover two sets of risks, as follows: 


e Programs to prevent poverty and protect against catastrophic losses (the bottom 
circle in figure 5.1) would include cash transfers, typically financed through gen- 
eral revenue (that is, social assistance), and insurance against catastrophic loss 
because of health care costs, disability, premature death, extreme longevity, or 
the need for long-term care (that is, social insurance). Such events have the 
potential to impoverish most households along the income spectrum. Key differ- 
ences between social insurance and social assistance are outlined in table 5.1. 

e Additional mandated programs can meet consumption smoothing objectives 
(the middle circle in figure 5.1). To help households smooth consumption over 
the lifetime of the members and because myopia may result in people saving 
less than they need, governments can mandate contributions to finance pro- 
grams that provide benefits beyond the guaranteed minimum core. 


Programs in the guaranteed minimum core would cover everyone, no matter 
whether or how they are engaged in the labor market. They would be provided by 
the government to all citizens or residents. Programs in the second circle are man- 
dated by the government and would cover all individuals in the formal sector, includ- 
ing the self-employed and their dependents. The top circle in figure 5.1 shows 
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Market-provided 

instruments for 

private savings 
(nudged or 
otherwise) 





Source: Adapted from World Bank 2018. 


TABLE 5.1 Main Differences in Social Protection Pillars 


FIGURE 5.1 
Social protection policy 
package 





Features 


Social insurance 


Social assistance 





Entitlement 


Eligibility condition 


Unit of assessment 


Finance 


Risks covered 


On basis of contributions 


Depends on labor market status 


Individual, possibly with extra payments to 
dependents 


Largely by contributions; more recently, several 
countries have large deficit financing from the 
state budget 


Protect against large losses and help smooth 
consumption across work and unemployment, 
sickness and health, youth and old age 


Categorical (that is, child benefits and social 
pensions) or poverty targeted (on the basis of 
current resources) 


Largely independent of labor market status? 


Individual (typically for categorical benefits) or 
household unit, that is, the nuclear family or 
the household, for poverty targeted programs 


General taxation 


Prevent poverty; provide protections to 
vulnerable groups, such as children, people 
with disabilities, the elderly 





Source: Adapted from Atkinson 2015. 
a. Conditions may be added concerning the extent of job search or participation in active labor market programs as part of eligibility. 


market-provided instruments that individuals may purchase privately, that is, there is 
no mandate. This set of instruments should be regulated by the government. 

In the face of rising uncertainty and insecurity, it is important that the government 
provide guaranteed minimum poverty prevention as part of the revamped social 
protection policy package. In addition to social assistance programs, coverage 
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financed through general government revenue to protect against large catastrophic 
losses as part of the core policy package can advance the goal of supplying basic 
social insurance to everyone. This insurance is currently offered in most European 
countries mainly through employment-related social insurance programs. Recent 
progress toward universal health coverage in several countries throughout the world 
has involved government payments for part or all of the premiums for health cover- 
age among the poor. This approach is less common in the case of other sorts of cata- 
strophic loss, and workers in nonstandard employment or with a weak attachment 
to the labor market remain vulnerable. Beyond ensuring core poverty prevention, 
the size of the first layer of social protection, financed through general government 
revenues and provided to all citizens and residents, varies by country. For instance, 
some Nordic countries already provide pensions, sickness and parental benefits to 
everyone based on financing through general revenues. 

Additional mandated programs can meet consumption smoothing objectives. 
Because basic income needs are covered in the core and financed through general 
tax revenues, the size of mandatory savings and insurance can be reduced, while 
continuing to guarantee the same levels of consumption smoothing and risk pro- 
tection. Overall payroll contributions can thus be reduced. This lowers the tax 
wedge placed on labor, thereby cutting labor costs, and can stimulate greater 
labor demand, including at the lower end of the skills distribution. 

The revamped social protection policy package also helps clarify and distin- 
guish between the poverty prevention and consumption smoothing objectives. 
Most social insurance systems, particularly old-age pensions, currently have two 
distinct goals: to prevent poverty among target groups, such as the elderly, the 
disabled, and survivors of individuals who have died prematurely, and to enable 
people to smooth consumption across employment status and unemployment, 
sickness and health, and youth and old age. In many social insurance systems in 
Europe and Central Asia, a single pillar is designed to meet both functions and is 
financed through payroll-based social insurance contributions alone. However, 
government budget transfers are often required to finance pension system deficits. 
This makes it difficult to determine the extent to which society or beneficiaries are 
financing program benefits and whether various categories of workers are receiv- 
ing reasonable benefits in relation to the contributions the workers are paying into 
the system. Separating out the poverty prevention objective and including it in the 
guaranteed minimum poverty prevention core would enable the objective to be 
met effectively (the bottom circle in figure 5.1). An additional layer of contributions 
could be mandated to achieve adequate savings or insurance to support con- 
sumption smoothing beyond the basic minimum (the middle circle in figure 5.1). 


Technological Options to Extend Coverage 


In countries where the current coverage of open-ended full-time work contracts 
is high, reorganizing social protection according to the scheme shown in figure 5.1 
is less urgent. An alternative option for expanding coverage and reducing 
the impact on work incentives might then involve technological approaches to 
ensuring the coverage of workers with nonstandard employment contracts. It has 
traditionally been more difficult to collect contributions from and pay benefits to 
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farmers, the self-employed, entrepreneurs, workers in microenterprises, and 
workers with temporary or part-time contracts. In many programs in Europe and 
Central Asia, these types of nonstandard workers are covered through separate 
voluntary pension systems or through the establishment of social pensions, that 
is, pensions paid on a universal or means-tested basis directly through the state 
budget. Recent changes in technology and the wider use of national identity 
systems based on biometric data make covering these types of workers easier 
through standard national social security systems. Technology has made mandat- 
ing and collecting contributions easier even in the absence of a standard 
open-ended employment contract. The use of mobile technologies, swipe cards, 
automated teller machines, and other methods of payment now allow nonstan- 
dard workers to make contributions easily and cheaply through mobile phones 
and other points of contact located close to their residences, even in remote parts 
of a country. The costs of collection have dropped dramatically, and payment of 
contributions has become easier, more flexible, and more convenient for a wider 
array of workers. Similarly, governments may make payments to workers more 
easily through digital channels, whether they are linked or not to bank accounts, 
regardless of where the workers live and work and regardless of the type of 
employment or employment contract. Governments in countries in which the use 
of technology is well established and at an advanced stage can now mandate 
contributions for the middle circle of the social protection policy package shown 
in figure 5.1 even among workers without traditional standard open-ended 
employment contracts. 


The Debate on Universalism 


An important debate has emerged on the relative advantages of a more univer- 
sal approach in the provision of social assistance as part of guaranteed mini- 
mum poverty prevention. Several Western European countries have already 
achieved nearly universal coverage of households among the bottom 40. Child 
benefits are provided universally, and most of the elderly are covered through 
social insurance systems or noncontributory social pensions. The debate now 
centers on the coverage of the active-age population through more universal 
means. If they are poor, individuals in this group currently receive some support 
through housing and heating allowances and through last resort social assis- 
tance programs that are income and asset tested. It is among the active-age 
population that insecurity and uncertainty are growing because of the distribu- 
tional tensions manifested through labor markets. World Development Report 
2019 advocates progressive universalism in addressing this insecurity and 
uncertainty (World Bank 2019; box 5.3). 

To situate the debate on universalism, it is useful to compare the key design 
features of the various social assistance cash transfer instruments currently avail- 
able in countries of Europe and Central Asia and listed in box 5.4. Table 5.2 
describes the cash transfer instruments, such as unconditional cash transfers 
(UCTs), including child benefits and social pensions; guaranteed minimum income 
(GMI) programs, which are narrowly targeted on the poor; and conditional cash 
transfer (CCT) programs, which provide income support in exchange for the 
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BOX 5.3 Progressive Universalism 


Achieving universal needs-based access to income 
support and universal access to social insurance 
cannot be accomplished overnight. Both the ulti- 
mate goal and the transition to the goal need to be 
considered. World Development Report 2019 
argues for progressive universalism in income sup- 
port according to four key principles (World Bank 
2019). First, the expansion in social assistance cov- 
erage depends on the country context, including 
preferences for redistribution, the available fiscal 
space, the political economy, and implementation 
capacity. Second, a gradual approach to scaling up 
social assistance is likely to be more successful 
than a sudden, sharp increase, especially in coun- 
tries in which administrative capacity is limited. 


Source: World Bank 2019. 


Third, higher social assistance expenditures should 
be devoted first to the poor, many of whom are 
more difficult to reach than higher-income groups. 
Fourth, people at the bottom of the income distri- 
bution are likely to require more support relative to 
other groups. 

These principles have major implications for 
social assistance program design. For example, 
avoiding targeting errors that lead to the exclusion 
of poor recipients is more important than ensuring 
that more well-off households that should not be 
eligible are excluded. This places a premium on 
comprehensive, efficient information systems that 
can be used to identify the people in greatest 
need. 


BOX 5.4 Types of Social Assistance Cash Transfers 


Universal basic income (UBI) is the provision of a 
minimum cash benefit for all individuals. The spe- 
cific objectives of the UBI are to provide a cash 
transfer for all individuals to (a) give them basic or 
minimum income support and (b) help cushion 
them from labor market trends and fluctuations. 
Variations of the UBI include the following: 


e The pure UBI (PUBI): a minimum income transfer 
to all individuals, where universal refers to all 
individuals 

e PUBI for adults only (PUBI-AO) 

e Progressive realization of a UBI (PRUBI): a mini- 
mum income transfer to all, but, first, to the 
poorest, plus other vulnerable groups 

e Tapered version of a UBI or PRUBI (TUBI) 
whereby (a) benefits are not flat, but means- 
tested (say, according to income); or (b) there is a 


gradual reduction or tapering of benefits toward 
the top of the distribution, such as a clawback of 
benefits among the rich either directly or through 
taxation, which presumes progressive taxation 


Unconditional cash transfers (UCTs) are a widely 
applied social assistance instrument that provides a 
cash benefit to an intended population. Variations 
of the UCT include the following: 


e A categorical UCT (C-UCT), whereby cash ben- 
efits are granted to all individuals in a specific 
category, such as all children (child allowances), 
the disabled, the elderly (social pensions), or 
the unemployed 

e A poverty-targeted UCT (PT-UCT), whereby 
cash benefits are granted to all households or 
individuals based on an assessment of their 
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BOX 5.4 Types of Social Assistance Cash Transfers (continued) 


(household) means (incomes, assets, proxies, 
socioeconomic status, and so on) 

e A means-tested (poverty-targeted) C-UCT 
(PTC-UCT), whereby cash benefits are 
granted to all individuals in categories (chil- 
dren, the disabled, the elderly, and so on) 
based on some assessment of their house- 
hold means 


provides a cash benefit to poor households with 
some tapering of benefits based on their incomes 
in relation to eligibility thresholds. 

A conditional cash transfer (CCT) is a widely 
used social assistance instrument that typically 
provides a cash benefit to poor households with 
expected coresponsibilities in terms of the par- 
ticipation of household members in work activi- 
ties (workfare), the utilization of health care 


The guaranteed minimum income (GMI) isa (regular visits to a health clinic), or school 


widely used social assistance instrument that attendance. 


Source: Lindert 2018. 


fulfillment of coresponsibilities by beneficiaries.3 The second column of the table 
outlines schemes of the UBI type, along with variations. The UBI, though untested, 
is currently being widely discussed as an instrument to promote many differing 
policy objectives, including preventing poverty and combating insecurity and 
uncertainty. A UBI would meet five broad criteria, as follows: (1) it is universal and 
is paid out irrespective of income or employment status; (2) it is provided in cash; 
(3) it is paid on a regular basis in uniform amounts to everyone; (4) it is rendered 
without any condition to carry out activities, such as training, work requirements, 
and so on; and (5) it is meant for individuals, not households or communities. There 
can be many variants of a UBI, and the table describes a few variants, such as a UBI 
with an explicit path for progressive realization (a PRUBI) and a UBI tapered toward 
the top of the distribution (a TUBI) so the rich receive no benefits. The third column 
of the table highlights the associated negative income tax instruments. Although 
most of the features of a UBI can be realized through the redesign of the tax sys- 
tem and through a refundable tax credit, the negative income tax differs from a 
PUBI along several dimensions. Not everyone will receive a cash transfer through 
a negative income tax. Benefit amounts may also vary in the case of a negative 
income tax. The poor might thus receive a much larger benefit relative to the less 
poor. The permanent duration of the benefit is one of the main ways in which a UBI 
differs from other cash transfer instruments and one of the features that people 
count on because it provides them with insurance and stability in the face of 
change. The current debate is whether a UBI-type transfer or a related instrument 
such as a negative income tax is necessary as part of the guaranteed minimum 
core of the revamped social protection policy package. 

While GMI or PT-UCT programs cost little and have been effective in reducing 
poverty, there could be incentive issues associated with the means testing. 
Many programs in the eastern part of the region are designed as flat-rate benefits 
for the eligible. Households that are slightly above the eligibility threshold receive 
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TABLE 5.2 Comparing Cash Transfer Instruments, by Key Design Features 





Features 


UBI with variations: PRUBI, PUBI, 
PUBI-AO, TUBI 


Negative income tax 


UCT 


GMI, a type of PT-UCT 


CCT 





Description, 
objectives 


Intended 
population, 
target group 


Benefit 
amounts 


Assistance 
unit: individual 
or household 


Conditions 


Duration of 
benefit 


Provision of a minimum 
monetary benefit for all 
individuals to (a) give them basic 
minimum income support and 
(b) help cushion them from labor 
market trends and fluctuations 


What does universal mean? 
PRUBI: everyone, but, first, the 
poor and vulnerable; PUBI: 
everyone; PUBI-AO: all adults; 
TUBI: all, though possibly 
excluding the rich 


PRUBI and PUBI-AO: flat 
universal cash benefit for all 
individuals; TUBI: tapered 
benefits: higher for poorer 
households, lower for richer 
households; possible zero 
benefits for the richest 

PUBI: the individual; TUBI: may 
be the household 


None 


Depends on design. If the UBI is 
only for adults, then the duration 
of benefits is for all adulthood. If 
UBI payments are also assigned 
for children, the benefits are for 
life 


Provision of a 
monetary benefit to 
people below the tax 
liability threshold; the 
main objective is to 
supply a minimum 
monetary benefit to all 
(poor) individuals 


All individuals with 
incomes below the tax 
liability threshold 


Tapered benefit: 

higher for poorer 
households, lower for 
richer households; zero 
benefits for 
households above an 
income threshold 
Same as tax filing unit 


None 


As long as the 
assistance unit 
(individual or 
household) remains 
below the tax liability 
threshold 


Provision of 
monetary support 
to specific groups 


Varies: C-UCT: categorical 
groups, such as children, 
the disabled, or the 
unemployed; PTC-UCT: 
categorical, plus needs 
based; PT-UCT: the poor 
and vulnerable, needs 
based (poverty targeted) 
Varies depending on 
design: flat allowance or 
stacked benefit amounts 


C-UCT: the individual; 
PTC-UCT or PT-UCT: 
usually the household 
because eligibility is based 
on household incomes or 
means test 

None 


C-UCT: until the life-cycle 
period ends—the child 
becomes an adult; the 
disability is resolved; the 
older person passes away. 
PT-UCT: usually time limited 


Provision of 
monetary support 
to poor households 
to bring their 
incomes up to a 
minimum level 


Poor households: 
needs based 
(poverty targeted) 


Tapered benefit: 
higher for poorer 
households, lower 
for richer households; 
zero benefits for 
households above 

an income threshold 
Household 


Adults able to work 
may have to prove 
they are searching 
for a job or enrolled 
in training 

Usually time limited 
or recertification is 
required 


Income support tied in with beneficiary 
participatory tasks (coresponsibilities). 
The goal is to (a) reduce poverty in the 
short run through cash assistance, 

(b) address the underlying structural 
causes of poverty in the long run, and 
(c) narrow the intergenerational 
transmission of poverty through 
incentives so households invest in 


education and health care 
Poor households: needs based (poverty 


targeted) 


Varies depending on design, sometimes 
with a menu: flat benefits, stacked 
benefits (higher for poorer households), 
and variable benefits for specific 
household members (such as children) 


Household 


Beneficiary coresponsibilities involve the 
use of health services, school attendance, 
other education, or other accompanying 
measures with varying monitoring and 
enforcement 


Duration varies across programs and 
countries: some are not time limited as 
long as households qualify because the 
structural aspects of poverty and human 
capital require time; others have time 
limits 





Source: Adapted from Lindert 2018. 
CCT = conditional cash transfer; C-UCT = categorical UCT; GMI = guaranteed minimum income; PRUBI = progressive realization; PT-UCT = poverty-targeted UCT; PUBI = pure UBI; PUBI-AO = 
PUBI for adults only; TUBI = UBI tapered; UBI = universal basic income; UCT = unconditional cash transfers. 
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no benefits. If taking a seasonal job were to place current beneficiaries a little 
above the eligibility threshold, they could lose all benefits and thus become less 
well off. Such a design is not incentive-compatible at some points along the 
income distribution. The GMI programs in the European Union (EU) offer benefits 
that are continuously tapered, that is, beneficiary households receive the differ- 
ence between the eligibility threshold or maximum benefit and the income of 
the households. While avoiding sharp discontinuities, this design imposes a 
100 percent marginal effective tax rate. Thus, a worker who earns an additional 
euro while remaining eligible will have the entire euro taxed away as part of the 
continuous taper. Implementing this design also requires enormous information 
capacity. Observing income as accurately as the GMI designs assume is not 
possible. An important caveat is that, although the design of GMI programs is 
conceptually loaded with disincentives, these may not deter work significantly in 
practice (Tesliuc et al. 2014). Moreover, the eligibility threshold is sometimes suf- 
ficiently low that GMl-recipient families are not likely to be earners. Design 
improvements have attempted to correct for incentive issues with income disre- 
gards, base benefit disregards, and so on. In-work benefits have enhanced the 
monetary benefits of working, but have also increased administrative complexity. 

Raising the income support thresholds of a GMI and not finely means-testing 
the benefit may be one way to protect people in the face of emerging distribu- 
tional tensions. If the eligibility threshold for assistance is set well below the pov- 
erty line and at points at which the distribution of income is dense, this may result 
in arbitrarily different treatments of otherwise quite similar households that are 
close to the threshold. Small informational or decision-making inaccuracies might 
then generate numerous errors of inclusion or exclusion. Many GMI programs in 
Eastern Europe have become marginalized over the last 15 years and are covering 
smaller and smaller populations. For instance, spending on the monthly monetary 
benefit for low-income households, Bulgaria's last resort social protection pro- 
gram, fell from 0.28 percent of gross domestic product (GDP) in 2003 to 0.07 
percent in 2010, and the number of households covered declined from 144,000 to 
44,000. Only 1 or 2 percent of the population was receiving benefits through the 
program in 2010. In Poland, the number of recipients of means-tested household 
benefits dropped from 3.8 million in 2008 to about 2.3 million in 2013 partly 
because the income threshold was not indexed to inflation (World Bank 2015). 
Raising the income support threshold would expand the coverage of programs 
and provide more meaningful protection against economic insecurity. With higher 
thresholds, the difference in the treatment across similar individuals at the margin 
remains, but, because it would affect the more affluent segments of the distribu- 
tion, it may not have catastrophic consequences and may be considered fairer. 
Depending on where such a higher threshold is set, it might also help avoid the 
incentive not to take employment at the lower end of the wage scale. 

An enhanced GMI (similar to a TUBI) could alleviate some of the burdens asso- 
ciated with means testing and with conditionalities. The current emphasis on nar- 
rowly means-testing GMI eligibility may create a significant burden on poor 
households as they wait to be approved to receive benefits. This may lead to 
potential beneficiaries becoming homeless because they have fallen behind in 
paying rent and cause children to cease attending school. In recent years, the 
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emergence of an emphasis on employment activation has generated new condi- 
tions, such as the requirement to search actively for a job or enroll in a training 
program, if households are to continue to be eligible for the GMI. Household 
members may thus become obliged to prove they have met the conditions. 
Shifting the emphasis of the program on excluding the rich, while continuing to 
provide support for the poor and the vulnerable, can alter the dynamics of the 
determination of eligibility and can significantly ease the burden on the extreme 
poor. Raising the threshold of a GMI program so that the poor and middle class 
are included and mainly the rich are excluded would transform the GMI instrument 
into a sort of TUBI. If such a design is to be seriously considered, estimates ought 
to be developed on the potential impacts of incentives on second and third earn- 
ers within the household. Unlike in the case of current poverty targeted programs, 
a GMI with a significantly higher threshold would be available for many earners 
along the wage spectrum who are members of eligible households. 

A UBI-type instrument can address issues associated with means testing. 
Because the UBI benefit is not reduced if earnings rise, universal income support 
does not encourage the underreporting of income or discourage taking a job 
because of the potential loss in benefits. It eliminates targeting errors that exclude 
recipients who should be eligible. The take-up of universal programs is much 
higher than the take-up of means-tested programs. So, a UBI may achieve univer- 
sal coverage of the poor more easily compared with a means-tested program even 
if the latter has a high threshold (Bargain, Immervoll, and Viitamäki 2012; Hernanz, 
Malherbet, and Pellizzari 2004; Immervoll, Jenkins, and Königs 2015). However, a 
UBI also introduces challenges. The impact of a UBI on work incentives may differ. 
A high UBI could shrink labor supply if it reduces the willingness to accept a low- 
paying job. A UBI could also improve incentives for work among the poor by elimi- 
nating the threat of benefit withdrawal that is associated with means-tested 
benefits. Depending on the design, the replacement of all social assistance pro- 
grams by a UBI may produce unintended consequences. For instance, if a UBI is 
provided to all adults, then poor families with many children who formerly bene- 
fited from the significant child-related benefits in EU member countries would 
experience a decline in assistance and increases in child poverty. A UBI accompa- 
nied by programs that provide targeted support for the most needy could achieve 
the goal of preventing poverty, while providing protection against insecurity and 
uncertainty. This implies targeting systems would still need to be developed and 
maintained to identify individuals who require more assistance than the UBI can 
provide. Such a system would be expensive. 

Some effects of a UBI are difficult to anticipate. While the impact on vertical 
inequality of a UBI can be calculated in principle, inequality also would be affected 
by the way the UBI is financed. If the UBI involves higher expenditures financed by 
a rise in regressive taxation, any improvement in vertical inequality would be lim- 
ited. Indeed, the greatest beneficiaries could be households with relatively high 
incomes that otherwise would not receive assistance from the government, 
while poor households simply experience a substitution or even a reduction in 
social assistance payments. This underlines the importance of considering care- 
fully whether a UBI should replace other benefits and which benefits this might be 
and linking the adoption of the UBI to expansion of the progressivity of the tax 
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system (box 5.5). The impact on horizontal inequality (such as across generations, 
occupational categories, or types of households) depends on the same factors: 
replaced benefits and shifts in taxation. When concerned groups are concentrated 
in a specific part of the distribution, for example when all individuals of younger 
cohorts are poor, the impact can be like that on vertical inequality. However, in 
other cases, the impact may be quite different and more complex. A debate on 
how to restore a stable social contract should thus include a careful assessment of 
the implications of a universal approach for both vertical and horizontal 
inequality. 


BOX 5.5 Distributional and Fiscal Effects of a UBI, Selected EU 


Countries 


Simulations of the impact of a universal basic 
income (UBI) program in selected European 
countries—Bulgaria, France, Germany, and 
Hungary—reveal a wide range of impacts on 
income distribution and fiscal expenditures, largely 
depending on the amount of the transfer.? These 
scenarios do not include any changes in taxes that 
might be necessary to finance expenditures under 
a UBI. It is assumed that the UBI entirely replaces 
all current nonpension benefit programs, whether 
means-tested or not, including social pensions. 

Total UBI expenditures could be set equal to 
current benefit expenditures (on all means-tested 
and non-means-tested income-support programs, 
including social pensions), so that the fiscal budget 
is unaffected (the budget neutral scenario). Each 
individual would receive a UBI equal to this amount, 
divided by the number of beneficiaries. This would 
involve a sharp reduction in transfers to lower- 
income households because a much larger share of 
the total available benefits would be shared with 
higher-income households. The Gini would rise 
slightly in the countries considered (figure B5.5.1, 
panel a), although this could be offset by a more 
progressive tax structure (not examined here). 
However, this approach would clearly lower the 
benefits going to the most vulnerable. 

This underlines the importance of establishing a 
UBI that replaces current benefits adequately. 
One view of adequacy might involve providing a 


transfer equal to the national poverty line (the pov- 
erty line scenario), which would provide everyone 
with insurance against poverty.» The benefit 
amount would be roughly the same as the dispos- 
able income enjoyed by single individuals without 
children who used to earn 50 percent of the aver- 
age wage, but lost their jobs. This UBI would 
improve income distribution by between 8 and 
13 Gini points in the four countries considered. 
It would also result in a sharp rise in fiscal expendi- 
tures, which, without complementary steps to 
increase taxation, would amount to a net expendi- 
ture (cost minus tax inflows) of an additional 
30 percent of gross domestic product (GDP) in 
Bulgaria, 25 percent in France, 15 percent in 
Germany, and 15 percent in Hungary (see 
figure B5.5.1, panel b), amounts which are likely to 
be fiscally unsustainable. To maintain the improve- 
ment in income distribution obtained through the 
provision of the UBI, a substantial expansion of the 
progressivity of the tax structure would have to 
accompany any boost in taxes to finance the 
greater expenditure. 

An intermediate scenario can also be envisaged. 
The benefit amount under the UBI could be set at 
the average amount of means-tested and non- 
means-tested benefits (including social pensions) 
paid to each recipient under current programs. This 
scenario would result in a moderate enhance- 
ment in income distribution in the four countries. 


(Continued) 
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BOX 5.5 Distributional and Fiscal Effects of a UBI, Selected EU 
Countries (continued) 


FIGURE B5.5.1 The costs of a UBI and the various effects of a UBI on 
income distribution 


a. Cost of UBI (expenditures minus tax inflows), percent of GDP 
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Sources: Calculations based on data on 2017 tax-benefit systems in EUROMOD H1.0+ (Tax-Benefit 
Microsimulation Model for the European Union) (database), Institute for Social and Economic Research, 
University of Essex, Colchester, UK, https://www.euromod.ac.uk/2017/12/13/euromod-h10-released; 
2015 data of EU-SILC (European Union Statistics on Income and Living Conditions) (database), 
Eurostat, European Commission, Luxembourg, http://ec.europa.eu/eurostat/web/microdata/ 
european-union-statistics-on-income-and-living-conditions. 

Note: All scenarios assume no changes in the tax structure. The budget neutral scenario has no effect 
on the fiscal deficit. 


Current beneficiaries would receive the same ben- 
efits on average, but individual households could 
experience significant changes in benefits. The fis- 
cal cost would be far less than the cost under the 
poverty line scenario, but would remain close to or 
somewhat above 5 percent of GDP in the four 
countries (see figure B5.5.1). 


Other design choices would affect the impact 
on distribution and on the fiscal deficit. The sce- 
narios above assume that the UBI is paid equally 
to every individual in the population. Alternative 
assumptions under which the UBI is paid only to 
adults have also been considered, whereby each 
child under 18 years of age receives 50 percent of 


(Continued) 


How Can the Stability of the Social Contract Be Restored? 


217 





BOX 5.5 Distributional and Fiscal Effects of a UBI, Selected EU 


Countries (continued) 


the payment to adults, but the UBI is paid only to 
the poorest 80 percent of the population. There 
are some differences between the impact of 
these alternatives on income distribution and the 
fiscal deficit relative to the scenarios presented in 
figure B5.5.1. For instance, eliminating payments 
to children or cutting them by half would reduce 
the fiscal cost somewhat and would reduce the 
improvement in income distribution. However, 
given the importance of child-related benefits in 
current EU welfare systems, limiting the benefits 


to children would penalize poor households with 
children and could result in higher child poverty 
rates. Eliminating payments to the top 20 percent 
of the income distribution would result in a 
smaller fiscal cost and a greater improvement in 
income distribution relative to the provision of 
benefits to everyone. 

Thus, a UBI that substantially enhances income 
distribution is likely to require greater fiscal expen- 
ditures, although design choices influence these 
effects significantly. 


a. These simulations are based on the tax-benefit microsimulation model EUROMOD (version H1.0+) and use the most recent 
tax-benefit systems available (2017) as a baseline. Under all scenarios, the UBI benefit is assumed to be taxable, following 
Browne and Immervoll (2017). For EUROMOD, see EUROMOD H1.0+ (Tax-Benefit Microsimulation Model for the European 
Union) (database), Institute for Social and Economic Research, University of Essex, Colchester, UK, https://www.euromod.ac 


.uk/2017/12/13/euromod-h10-released. 


b. This is based on each country’s relative poverty line, which is set equal to 60 percent of median equivalized household 
disposable income (the standard EUROSTAT definition of income poverty in EU countries), using the modified Organisation for 
Economic Co-operation and Development (OECD) equivalence scale, which assigns the following weights to household 
members: 1.0 to the first adult, 0.5 to the second and each subsequent person ages 14 and over, and 0.3 to each child under 14. 


More Progressive Taxation 


Considering a change in tax policy to improve progressivity in conjunction with 
the introduction of universal measures of income support is important. More pro- 
gressive tax systems would help narrow inequality of opportunity and improve 
equity. Changes in the tax system could ease the increase in vertical income 
inequality, the heavy tax burden on labor incomes, and the rise in inequality of 
opportunity. 

Increasing the top income tax rates would help dilute the concentration in 
incomes. The growing share of top earners in total income since the 1990s has 
coincided with substantial cuts in the highest income tax rates. The lowering of the 
top rates from the peaks of the 1980s may have improved efficiency. However, 
optimal tax theory does not supply a convincing rationale for the additional cuts 
since the 1990s. This is so because (1) there is no evidence of an expansion in 
income tax elasticity among top earners; (2) the share of income earned by the 
top income percentiles has not declined, but rather has increased; and (3) changes 
in social preferences do not seem to support higher welfare weights for the rich 
(IMF 2017). There is also little evidence that progressive income tax regimes lead 
to slower economic growth.’ Indeed, many people are expressing concern about 
the rising number of billionaires and the increasing influence exerted by elites on 
government decision making. Raising top income tax rates would be a key signal 
that governments care about the growing unfairness in the distribution of income. 
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Shifting more of the tax burden to capital rather than labor would reduce 
inequality. As a share of GDP and household disposable income, labor income has 
fallen, and capital income has risen in the countries of Europe and Central Asia and 
in most other countries since the beginning of the 1990s.° Moreover, private 
wealth is typically much more unequally distributed than income, and the concen- 
tration of wealth has increased in the last two decades. These two phenomena 
have contributed to the widening in income inequality since the early 1990s. Thus, 
all else unchanged, a shift in taxation from wages to capital income would reduce 
vertical inequality. It would also lower the intergenerational divide in the western 
part of Europe and Central Asia: because the oldest generation earns little labor 
income, but tends to hold a larger share of society’s private wealth than younger 
generations, a shift in taxation to capital would help address the relative decline in 
income among the younger generations. 

Shifting more of the tax burden to capital would reduce inequality of opportu- 
nity. Wealth is partly generated by the savings of individuals and partly transmitted 
by transfers either inter vivos or through bequests. Transfers are a major channel 
of the intergenerational persistence of wealth and economic status. Therefore, 
increasing taxes on transfers inter vivos and bequests would reduce the unequal 
access to economic opportunity by compensating for the unequal endowments of 
birth (Atkinson 2016; Piketty 2015). 

Shifting taxes from labor income to capital would also affect efficiency for both 
good and ill. The high taxation of labor income can reduce labor supply and raise 
the costs incurred by firms. Easing taxes on labor income could thus have a posi- 
tive impact on employment. Reducing taxes on labor income might also encour- 
age greater investment in human capital by both firms and workers. It is often 
argued, however, that the taxation of capital decreases investment and savings 
and lowers the incentives for entrepreneurship and risk taking. Yet, recent studies 
find that the imposition of a tax on wealth has limited effects on behavior, although 
it does affect the reporting of asset holdings (Brilhart et al. 2017; Seim 2017; 
Zoutman 2015). 

The feasibility of raising the taxes on capital is open to question. Capital is much 
more mobile than labor. So, increasing taxes on capital may be met by a rapid 
drop in the tax base. Competition among jurisdictions to attract capital is doubt- 
less one of the drivers of the decline in capital taxation and the relative rise in taxa- 
tion of labor income in recent decades. Achieving more substantial taxation on 
capital likely requires coordination across countries to establish uniform or similar 
tax rates and administrative procedures. Thus, Atkinson (2016) and Piketty (2014) 
propose global taxation schemes. A less ambitious proposal would involve a uni- 
form tax on capital throughout the EU (Atkinson 2016). The recent effort to share 
information among tax administrations is a promising step. Whether a shift toward 
capital taxation should take the form of higher taxes on capital income or a tax on 
wealth is an issue much discussed (box 5.6). 

Overall, there is a strong case for increasing capital taxation. A mix of more 
progressivity in the inheritance tax, a capital endowment for all adults, and greater 
progressivity in capital income taxation would promote equality of opportunity, fair 
redistribution, and enhanced efficiency. 
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BOX 5.6 Should Taxes Be Higher on Capital Income or on Wealth? 


A recent report argues that, in tackling widening 
wealth inequality and inheritance inequality, 
greater progressivity in capital income taxation 
and inheritance taxes is more efficient and equita- 
ble than taxes on the stock of wealth (OECD 
2018). 

A wealth tax is prone to several problems. 
Unlike a tax on capital income, a wealth tax is 
imposed on accumulated assets irrespective of the 
return on the assets. It may therefore distort the 
investment decisions of private agents and encour- 
age taxpayers to invest in highly productive assets. 
It is not clear whether this would generate effi- 
ciency gains or losses because it might also dis- 
courage socially profitable investments. A wealth 
tax is procyclical, that is, during an economic 
downturn, the income from capital may decline 
sharply, while, despite any decline in asset 
valuations, the wealth tax is unlikely to fall by as 
much. Thus, taxes rise as a share of income in a 
downturn, potentially deepening a recession 
because of falling demand. Moreover, a wealth tax 
might be a source of inequality because the middle 
class tends to hold low-return assets, while wealth- 
ier taxpayers are often more well placed to man- 
age high-risk assets. This favors a tax with a high 
wealth threshold or a progressive tax schedule. 
A wealth tax may involve substantial administrative 
costs, including a recurrent and costly valuation of 
assets. In addition, individuals with low income, but 
substantial wealth may face difficulty in acquiring 
liquid assets to pay taxes. 

There is little theoretical difference between an 
inheritance tax and a wealth tax (Piketty and Saez 
2012). However, unlike a wealth tax, an inheri- 
tance tax provides incentives to spread the wealth 
among the next generations. Also, an inheritance 
tax may be more acceptable politically because 


the link to the promotion of equality of opportu- 
nity is clearer. 

To modernize inheritance taxes, Atkinson 
(2014) proposes instituting a lifetime capital 
receipts tax or integrating a tax on capital 
receipts into the personal income tax, which 
would raise the revenues from and the progres- 
sivity of the personal income tax. Under the for- 
mer proposal, every gift or legacy received would 
be recorded as of the date of the initiation of the 
tax, and the tax payable would be determined by 
the sum received to date. All gifts inter vivos 
above a modest annual exemption would be 
included. The rate structure of the lifetime capital 
receipts tax would be progressive, and the tax 
would be imposed on the receiver, not on the 
donor, which, combined with the progressivity, 
would provide incentives to spread wealth around 
more widely. 

Atkinson (2014) proposes that the revenue 
from the lifetime capital receipts tax be used to 
pay a minimum inheritance to each individual 
when they become an adult. This is related to an 
approach proposed by Ackerman and Alstott 
(1999) in the United States involving the payment 
of US$80,000 financed through a 2 percent tax on 
personal wealth and the proposal of Julian 
Le Grand (2003) to supply a start-up grant to 
young people in the United Kingdom. A minimum 
inheritance program might be more acceptable 
and perhaps more effective in improving the pros- 
pects of recipients if restrictions on its use were 
imposed to avoid wasteful spending. Investment 
in human capital could be a good use of these 
funds from an efficiency and equity perspective. 
Whether the entire endowment should be given 
at once or over time (as in the universal basic 
income program) is another important question. 
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Reducing Inequality of Opportunity through 
Improved Services 


Strengthening access to services would complement reforms in labor markets, 
social protection, and tax regimes to address the distributional tensions that 
threaten the social contract. Ensuring that everyone, including rural residents and 
people in poor communities, has equal access to high-quality education and 
expanding the provision of lifelong learning so that workers can upgrade their 
skills in response to technological change would improve access to economic 
opportunities and reduce the widespread resentment over the perception that the 
rules of the game have been fixed. 

Efforts to improve equity and equality of opportunity also depend on timely 
early childhood development. The first 1,000 days, from conception to age 2, are 
critical in the development of the neural pathways that promote the linguistic, 
cognitive, and socioemotional capacities that influence labor market outcomes 
later in life (Atinc and Gustafsson-Wright 2013). Poor health in early childhood, 
including poor nutrition, limits the development of physical, cognitive, and socio- 
emotional skills. Children who are healthy and living in a safe and nurturing envi- 
ronment perform better in school, attain higher educational degrees, and enjoy 
better chances of succeeding in the labor market later (OECD 2017). Heckman 
and Carneiro (2003) find that the returns to early interventions are much greater 
than the returns to remedial or compensatory interventions later in life. Children 
ages 15 who have attended at least one year of preprimary education have higher 
mathematics scores, and the gap with their peers without preprimary education is 
almost one year of formal schooling after one controls for socioeconomic status 
(OECD 2013). 

Despite the importance of early interventions, the access to childhood services 
during the first three years of the lives of their children and the access to preschool 
education, which contributes to equality of opportunity later in life, are limited 
among disadvantaged groups in Europe and Central Asia. Increasing the supply 
and quality of early childhood education, ensuring adequate pre-, peri-, and post- 
natal nutrition, health care, and a safe physical environment, and strengthening 
the ability of parents and other caregivers to support healthy development among 
their children can mitigate inequalities that accumulate throughout a person's life 
(Arias and Bendini 2006). Sustaining the gains in early childhood education 
requires the development of benchmarks to measure quality and the integration 
within formal education systems of the content, budget, and capacity of providers 
in preschool programs. 

Ensuring access to equal quality foundational, that is, basic and compulsory, 
education is also critical in narrowing inequality of opportunity. While the ECA 
region performs well in educational coverage and attainment relative to other 
regions, education systems in some post-transition economies have not 
adjusted following the significant economic transformations of the last couple 
of decades. Many students in disadvantaged regions and many sociodemo- 
graphic groups still leave school without the skills they need to lead productive 
lives. This perpetuates the inequality of opportunity across generations. 
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Key steps in enhancing the educational experience among disadvantaged stu- 
dents include addressing the policy drivers of school segregation (for example, 
school assignment, school financing, and lack of information on school perfor- 
mance); improving community outreach; promoting cross-learning between 
leading and lagging schools; delaying tracking; addressing early school leav- 
ing; and providing support to deal with mental health or substance abuse 
issues. Investments in teachers and management capacity in schools and 
across education systems serving disadvantaged groups can promote better 
student performance. Expanding accountability for results, including by moni- 
toring the performance of schools serving disadvantaged communities, is cru- 
cial to confronting deficiencies and inequalities in education systems. 
Standardized tests are important in promoting reform and accountability and 
should be implemented across the region. 

The ongoing expansion of tertiary education in the region would make a 
greater contribution to productivity if greater effort were applied to tying curricula 
to labor market demand. One approach involves providing students with access 
to information about employment and earning prospects, including the collection 
and distribution of data on employment and earnings linked to tertiary institutions. 
This has already been done in several countries in the region, particularly in the EU, 
including Bulgaria, the Czech Republic, Hungary, Italy, the Netherlands, Poland, 
Romania, and the United Kingdom. The greater use of performance-based financ- 
ing and performance contracts can support quality enhancements. 

Population aging and the critical role of rapid technological change in 
determining the demand for skills underlines the importance of lifelong learn- 
ing. Developing education and training services for adults that foster workforce 
upskilling and reskilling and that involve the private sector in defining the skills 
taught and in the supply of training initiatives would help ease the distribu- 
tional tensions arising from job polarization and the inability of many workers 
to sustain a middle-class lifestyle. Given recent technological changes, focus- 
ing on the tasks workers carry out in their jobs everyday, rather than on tradi- 
tional skills training, could be more effective in helping workers gain access to 
more economic opportunity. For instance, Generation—a training program for 
youth run by McKinsey Social Initiative in India, Kenya, Mexico, Spain, and the 
United States—designs training sessions around imparting the skills needed to 
master critical job tasks. 


Conclusion 


A more universal approach to the provision of social assistance, social insurance, 
and key services, in conjunction with more progressive taxation, has the potential 
to raise the welfare of the vulnerable households that are losing out because of the 
economic changes affecting Europe and Central Asia. In many countries, the 
adoption of more universal approaches could be more effective than current insti- 
tutional arrangements in addressing the distributional tensions that threaten the 
sustainability of the social contact. 
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Providing universal access to social insurance—essentially decoupling access 
and employment—could provide younger generations in the western part of the 
region with the levels of protection enjoyed by older generations. Workers in non- 
standard employment, many of whom are young, could gain protection similar to 
that of workers with regular contracts. In the eastern part of the region, the access 
of informal workers to basic social insurance would improve. Among all workers, 
financing minimum social insurance through the tax system would reduce the 
taxes on labor and thus boost the demand for labor by firms. 

Low-income households that eke out a living by relying on social assistance 
and a hodgepodge of temporary jobs could benefit from a more universal 
approach to social assistance. Their benefits would not decline as earnings 
increased, allowing them to accept all types of jobs, including temporary or 
seasonal work, without fear of losing benefits. This has the potential to improve 
their welfare and increase their labor supply. 

Policy reforms could contribute to reducing inequality of opportunity in the 
region. Greater taxation of top incomes and of capital income, along with increased 
taxation of bequests and other transfers, would narrow vertical inequality and help 
curtail the perpetuation of economic privilege across generations. Using a portion 
of the higher revenues to expand key services to rural areas and disadvantaged 
communities would expand economic opportunity. Services focused on the 
youngest children should be broadened. 

Universal approaches have the potential to enhance economic security, 
opportunity, and growth. Institutions and conditions differ considerably across 
the region. So, the appropriate policies will differ as well. Nonetheless, many 
people across the region share a belief in the value of equity and social cohe- 
sion. They also face a common challenge: adapting institutional arrangements 
to economic change is a struggle. This highlights the potential benefits of a 
serious debate over the pitfalls and virtues of universal approaches in the 
region. The goal of this publication has been to contribute to the resolution of 
this debate. 


Notes 


1. The discussion on active labor market programs borrows from World Bank (2018). 

2. This section borrows from the White Paper developed for the World Bank's Forward 
Look 2030 strategy (see World Bank 2018). It also borrows from World Development 
Report 2019: The Changing Nature of Work (World Bank 2019). 

3. The comparison of the various dimensions of cash transfer instruments is adapted from 
Lindert (2018). 

4. There is evidence that extreme tax rates on top incomes may have negative growth 
effects; however, the evidence is inconclusive in the case of the current rates in the 
countries of the Organisation for Economic Co-operation and Development (OECD). 

5. For a summary of the literature arguing for a rise in the taxation of capital relative to 
labor, see Atkinson (2016); OECD (2018). 
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